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REBUTTAL TESTIMONY OF JACK E. DAVIS
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-03-0437)

INTRODUCTION
PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION.

My name is Jack E. Davis. My business address is 400 North Fifth Street,
Phoenix, Arizona 85004. I am President and Chief Executive Officer for Arizona
Public Service Company (“APS” or “Company”). I am also a President and Chief |

Operating Officer of Pinnacle West Capital Corporation (“Pinnacle West”).

WHAT IS YOUR EDUCATIONAL AND  PROFESSIONAL
BACKGROUND?

My resume is attached as Appendix A to my testimony.

DID YOU PREVIOUSLY SUBMIT WRITTEN TESTIMONY IN THIS
RATE PROCEEDING?

No.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

I strongly disagree with Utilities Division Staff (“Staff”) witnesses Linda A. Jaress
and Lee Smith concerning: (1) the results of Staff’s “preliminary inquiry” into the
relationship between APS and certain of its affiliated entities; and (2) whether APS
has been hurt by the Commission’s actions unilaterally modifying the terms of the
1999 APS Settlement. To the extent that intervenor witnesses have made similar
claims, my Rebuttal Testimony will address such claims as well. In addition, I
discuss the commitment of Pinnacle West Energy Corporation’s (“PWEC”)
Arizona-based generation to serving our retail customers, both historically and in

the future and the potential consequences to those customers should the

Commission once again reject the proposal to acquire that generation at cost-of-
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service regulated pricing. In these latter two respects, I hope to place our actions
and concerns into their proper historical perspective and in the context of the

broader wholesale electric market.

SUMMARY

COULD YOU PLEASE SUMMARIZE YOUR TESTIMONY?

APS and its affiliates have diligently adhered to both the letter and the “spirit” of
the Commission’s Electric Competition Rules, even though many of those rules
have been found to be unlawful by two different courts. The Company has
similarly complied with the 1999 APS Settlement Agreement and the Code of
Conduct approved by this Commission in February 2000. More specifically, we
did not mislead any rating agency or, for that matter, anyone else, about either the
substance or the status of potential contractual relations between APS, Pinnacle
West and PWEC. Those relations, should they ever have been implemented as
contemplated in early 2001, which they were not, would have been fully consistent
with A.A.C. R14-2-1606(B), the Competition Rule addressing post-divestiture
power acquisition by APS, assuming also that the requirements of this rule had

ever become operative, which they did not.

PWEC constructed new generation in Arizona to provide APS with, in effect, a
reliability “life-line” against the potential for a breakdown in the wholesale
electric market. And that decision paid off big time for our customers as the
wholesale market suffered an even worse than feared blowout in 2000-2001. But
for the knowledge that significant new generation was coming on line beginning in
2001 — generation controlled by an affiliate of the Company and which had been
committed by the highest officials of Pinnacle West, including myself, to be

available for APS — there is every reason to believe we would have gone down the
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same road as California, Nevada, and the Pacific Northwest, this is, stampeded
into uneconomic long-term contracts. To now suggest either that APS could have
continued to construct new generation for native load despite the Commission’s
then policy on divestiture or, alternatively, that PWEC’s doing so was somehow
“anti-competitive” is both internally inconsistent and, speaking as one (along with
Steve Wheeler) of the active participants in the whole electric restructuring
process in Arizona, does not square with the then-existing facts. APS witnesses
Wheeler, Ed Fox and Don Robinson will address the two remaining “preliminary
inquiry” issues of the air permitting process at West Phoenix and Saguaro and the
transfer of surplus APS land to PWEC at those same sites, while Don Brandt, our
CFO, and Steve Fetter, a former regulator and ratings agency executive, provide
further insight on the same ratings agency presentation issue as is discussed in my

Rebuttal Testimony.

Although Mr. Wheeler and Mr. Robinson also discuss in their rebuttal testimonies
how APS itself was harmed by the failure of the Commission to fully implement
the terms of the 1999 Settlement, I will address the most fundamental and, at least
on a prospective basis, most serious of those harms — the continued bifurcation of
generation assets as between APS and PWEC and the need to unify those Arizona
assets at APS. Simply put, PWEC was not only created as a direct result of, but
would never have existed absent the divestiture provisions in the Commission’s
Electric Competition Rules (which up until the 1999 APS Settlement, the
Company had challenged as unlawful) and the 1999 APS Settlement, which APS
entered into to comply with such Rules. I know this last statement to be true, not
because of a press release or somebody’s testimony, but because I was one of the

people involved in PWEC’s creation in 1999. Its two primary and directly

interrelated purposes were: (1) to receive the APS generation units divested under
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the requirements imposed by such Rules and Settlement; and (2) to construct new
generation for APS customers so that these customers would not be wholly
dependent on the vagaries of the wholesale electric market for reliable and
reasonably-priced generation. In such role, PWEC could also serve as a

competitive check on that wholesale market to the long-term benefit of APS and

its customers. With the entry of the Track A Order, that new generation, which was

intended to be an incremental addition to largely coal and nuclear generation, was
effectively and prejudicially “stranded” at PWEC. Thus, rather than having a large
fuel-diverse portfolio of profitable generation assets on which to base a viable
business plan, PWEC is relegated to a sub-optimal group of all-gas fired
generating units, none of which it would have constructed absent the requirement
of divestiture. Moreover, this continued bifurcation of our generation into separate
companies operating under separate financing and regulatory regimes is a situation
that creates ongoing inefficiencies that adversely affect both APS customers and

the financial health of the entire enterprise.

Just as it would have been imprudent for APS to have left itself and its customers
unprotected after 1999 against wholesale market failures, I believe the Company’s
impending exposure to such a market carries with it similar risks. By the time the
present Track B power contracts expire, APS will have a projected supply deficit
of well over 3000 MW and growing. Even with the PWEC assets, that deficit will
be some 1400 MW. A deficit of 3000 MW represents 37% of anticipated 2007
peak load. Given that the PWEC assets represent an economic resource addition to
the existing portfolio of APS resources and provide the operational benefits of
utility ownership, the value of having this additional capacity long-term on a cost-

of-service basis is evident from the record in these proceedings.
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THE PRELIMINARY INQUIRY

WHAT ISSUES DID MS. JARESS DISCUSS RELATIVE TO THE
“PRELIMINARY INQUIRY”’?

Although at one point in her testimony Ms. Jaress references five issues (Jaress
Testimony at 12) as being raised by Decision No. 65796, Ms. Jaress then goes on
to identify and discuss six issues:

1) PWEC'’s representations to bond rating agencies;

2) APS’ direct or indirect contract with its generation affiliate;

3) PWEC’s construction of generation to serve APS;

4) APS’ ability to construct new generation under the Electric Competition
Rules;

S) APS’ application to amend its air permits at West Phoenix and Saguaro to
allow the operation of PWEC’s West Phoenix CC-4 and CC-5 units, as well
as Saguaro CT-3; and,

6) The transfer by APS to PWEC of surplus land at the West Phoenix site at
book value.

Although some of the issues, especially what Ms. Jaress characterizes as Issue
Nos. 1 and 2, have significant overlap, I will use the same structure and
terminology in my Rebuttal Testimony as did Ms. Jaress to describe each of her
Issues Nos. 1 — 4. Mr. Brandt and Mr. Fetter likewise will rebut Ms. Jaress’
interpretation of the source and significance of PWEC’s contingent credit rating,
which was in part the result of the ratings agency presentation referenced above.
Mr. Wheeler also addresses Issue No. 4. And, as noted in my Summary, Mr. Fox
will respond to Issue No. 5, and Mr. Robinson and Mr. Wheeler will respond to
Issue No. 6.

WILL THIS BE THE FIRST TIME APS HAS RESPONDED TO THESE
ISSUES?
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No. At Staff’s request, APS submitted an over sixty-page point-by-point analysis,
both legal and factual, on June 13, 2003 of the specific affiliate transactions and
other issues raised by Decision No. 65796. Yet, Ms. Jaress .does not refer to, let
alone dispute, any of that analysis or even acknowledge its existence in her
testimony. Therefore, I have attached our June 13™ filing as Appendix B to my

Rebuttal Testimony.

IN VIEW OF MS. JARESS’ CONCLUSION THAT APS CUSTOMERS
SUFFERED NO HARM AS A RESULT OF ANY OF THE COMPANY’S
ACTIONS, REAL OR IMAGINED, WITH REGARD TO PINNACLE
WEST AND/OR PWEC, WHY ARE YOU AND OTHER COMPANY
WITNESSES RESPONDING TO HER TESTIMONY CONCERNING THE
“PRELIMINARY INQUIRY”?

APS is justifiably proud of its reputation as an honest and ethical corporate citizen.
That was why it refused to pay even token penalties during FERC’s recent
investigation into Western electric markets and instead undertook the painstaking
effort to assemble the contemporaneous evidence needed to prove its complete
innocence, thus obtaining an unqualified dismissal by FERC of all allegations
against APS and its affiliates. APS is equally proud of its efforts to honor its
commitments under the 1999 Settlement even though the Company has received
significantly less than what it bargained for in that Settlement and what it did
receive turned out to be of little value. As to the Code of Conduct and the Electric
Competition Rules, APS has either followed these provisions to the letter and
beyond or has sought appropriate waivers from this Commission. Indeed, it is our
efforts to be 100% compliant with the 1999 APS Settlement’s and the Electric
Competition Rules’ divestiture requirements that has directly led to our present

situation. Thus, I look forward to this opportunity to set the record straight and

clear our name from under this cloud of suspicion and innuendo.
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I also have a personal interest in this issue. I helped negotiate the 1999 Settlement
and was one of the Company’s chief spokesmen during the Commission’s long
consideration and adoption of the Electric Competition Rules. Further, Bill Post
(Pinnacle West’s CEO) and I were the persons who “dedicated” the PWEC
generation to protect APS and its customers and prevented any straying from that
commitment even when it appeared highly profitable, from an enterprise
perspective, to do so. Finally, I personally participated in reviewing the rating
agency presentations discussed in Ms. Jaress’ testimony before such presentations

were made.

I know it was always our intent and goal to meet all of this Commission’s
expectations concerning electric restructuring while still carrying out our duty to
act in the interests of our customers within whatever parameters the Commission

had established. I believe we have done precisely that and do not accept the notion

that either I have been mistaken about the nature, purpose and value of everything

we have done in that regard over the past five years or, worse yet, that I have
intentionally misled this Commission, Staff or the financial community about the
nature and purpose of our actions.

A. Rating Agency Presentation in February 2001

DO YOU AGREE THAT “AN APS COMMITMENT TO PURCHASE
EITHER DIRECTLY OR INDIRECTLY, THE FULL OUTPUT OF THE
PWEC PLANTS FOR FOUR YEARS ENDING DECEMBER 31, 2004 . . .
GAVE THE PWCC ENTITIES AN UNFAIR COMPETITIVE
ADVANTAGE” (JARESS TESTIMONY AT 13)?

No. Such a conclusion is both illogical based on the draft agreements themselves
and based on several mistaken assumptions. First, these were, by Ms. Jaress’ own

admission, only draft agreements. How a draft agreement can give anyone a

competitive advantage, fair or unfair, is not explained by Ms. Jaress. But even if

they had been final, executed documents, they did not commit APS to purchase so
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much as a single kWh from PWEC. Moreover, Pinnacle West Marketing &
Trading was under no restrictions as to how and from whom it would acquire
power to fulfill what would have been its obligations to APS under the agreement.
Neither was Pinnacle West Marketing & Trading limited to securing power for
APS. It could and did serve other wholesale customers from non-APS or non-
PWEC resources, and M&T engaged in merchant trading transactions unrelated to

either APS or PWEC generation.

I must further add that for at least one of those four years (2001), PWEC could not
have anticipated owning significant generation (and thus would have had little to
sell to anyone) becausé divestiture would not have yet occurred and PWEC’s new
generation expected on line in 2001 consisted only of West Phoenix CC-4 and the
temporary generation at West Phoenix and Saguaro. For a second of those four

years (2002), PWEC would have not yet received the Company’s interest in Palo

Verde (which accounts for some 33% of the total energy used by APS). And during

the entire four-year term, the draft agreement between APS and Pinnacle West

Marketing & Trading would have expressly allowed APS to secure any or all of its

needs from third-parties. Finally, even if Pinnacle West Marketing & Trading

acquired from PWEC all of the power it would have been obligated to furnish
APS, this would have been significantly less than the “full output of the PWEC
plants,” as contended by Ms. Jaress.

DID PINNACLE WEST, PWEC OR APS EVER REPRESENT TO ANY
RATING AGENCY OR ANYONE ELSE THAT THE AGREEMENTS
DRAFTED IN LATE 2000 OR EARLY 2001 THAT ARE THE SUBJECT OF
MS. JARESS’ TESTIMONY HAD BEEN EXECUTED OR WERE
OTHERWISE EFFECTIVE?

No. The mere fact that at the time (February of 2001), PWEC had no generation,

combined with the use of the term “draft” to describe the documents and the lack

of any signatures would have signaled that at most they represented one of a
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number of potential business plans involving PWEC. But to make sure, PWEC
and Pinnacle West officials also specifically indicated as much during the
presentation itself. I know these things for a fact because I personally reviewed the
appropriate slides, charts or documents used in that presentation.

WOULD THE DRAFT AGREEMENT BETWEEN PINNACLE WEST
MARKETING & TRADING AND PWEC, IF IMPLEMENTED, HAVE
GIVEN PWEC A COMPETITIVE ADVANTAGE?

No. The draft Pinnacle West Marketing & Trading agreement with PWEC was
essentially a cost-of-service contract tied to generating unit availability and
performance. In that sense, PWEC would be indifferent as to whom Pinnacle West
Marketing & Trading sold the PWEC power because PWEC would receive the
same compensation irrespective of the ultimate buyer. To the extent market prices
were above or below PWEC’s anticipated cost-of-service, the profits/losses would
be realized by Pinnacle West Marketing & Trading and not PWEC. Although this
structure was different than that originally conceived at the time of the Settlement,
it was both necessary and practical. The Company’s power marketing and trading
business was to be divested under the Settlement and using Pinnacle West for this
function became necessary because, aside from APS, only Pinnacle West had
sufficient credit resources to conduct these activities, at least until after divestiture
of the APS ge’neration to PWEC. This arrangement also permitted PWEC to
concentrate solely on planning, building and operating generation in the most
efficient manner possible while the trading and marketing people bore the
responsibility to prudently manage and market the combined generation portfolio,
including undertaking prudent hedging activities. But given the fact that in early
2001, market prices were far above any plausible projection of PWEC’s costs, the

rating agencies should have viewed this potential arrangement as a potential

10
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negative for PWEC and a positive for APS, with the overall impact on Pinnacle

West being neutral.

On the other hand, since the rating agencies’ analyses of PWEC’s future earning
potential encompassed at least 20 years and the credit rating was not final in any
event, it is likely that the first four years, two of which had PWEC owning
significantly less generation than it would have had for the remainder of the time
period under consideration, did not materially affect the result irrespective of
whatever assumptions they made about the likelihood that the specific business
model represented by the draft agreements would ever be implemented. What
would and did make the critical difference to a rating agency is the anticipated
divestiture of APS generation to PWEC, which as I discuss later, was also the
critical economic assumption underpinning our generation business plan and was
the explicit “contingency” attached by the rating agencies to PWEC’s contingent
credit ratings.

B. APS’ Direct or Indirect Contract With its Generating Affiliate

DID APS ENTER INTO ANY POWER AGREEMENTS WITH “ITS
GENERATING AFFILIATE” PRIOR TO THE TRACK A DECISION?

No, although Ms. Jaress’ testimony indicates that she may believe such a contract
did exist (Jaress Testimony at 15-16). All PWEC power went to Pinnacle West
Marketing & Trading. prior to that organization being returned to APS early in
2003, although much of that power was used by APS when it was otherwise
economic compared with either APS generation or market alternatives. But even
those transactions that did take place between PWEC and Pinnacle West were not
done pursuant to the draft agreement referenced in Ms. Jaress’ testimony but rather
pursuant to other agreements under PWEC’s market-based FERC tariff, that

although provided to Staff during the discovery, are not discussed in Ms. Jaress’

11
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testimony. And, of course, neither the Settlement nor the Electric Competition
Rules imposed any restrictions on or even address Pinnacle West’s dealings with

non-APS affiliates, including PWEC.

Thus, the more appropriate phrasing of this issue by Ms. Jaress is whether the draft
agreement between Pinnacle West Marketing & Trading and APS, if implemented,
would somehow have violated Rule 1606(B). And although it is difficult to see -
how APS can be found “guilty” of “attempting” to violate a Rule that never
became effective for APS, the Rule having been suspended by the Track A Order
prior to its amended (by the 1999 Settlement) effective date of January 1, 2003,

the answer to this completely hypothetical question is still a resounding “no.”

PLEASE EXPLAIN.

The draft APS contract with Pinnacle West Marketing & Trading called for all
power sold to APS to be at a derived “market price” under terms of Marketing &
Trading’s FERC-approved market-based tariff. But, as I previously discussed, any
or all of the power acquired by APS for APS retail customers could, under terms of
the draft agreement, also be procured through a competitive bidding process. Now
if this sounds like exactly the procurement regime envisioned by Rule 1606(B),

it’s because it 1s.

Rather than recognize that the result of this agreement, had it ever gone into effect,
was exactly as called for under the Rule, if it (the Rule) had ever become operative
prior to its being stayed, Ms. Jaress chooses to become unduly fixated on the
phrase “arms length.” Interestingly, neither the Commission’s general affiliate
rules (A.A.C. R14-2-801, et seq.) nor its specific Electric Competition Rule on
Code of Coﬁduct use, let alone define, the term “arms length.” When asked during

discovery, Ms. Jaress cited no Commission pronouncement as to what the term

12
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means either as a general proposition or in its specific application to Rule 1606(B).

But, because an affiliated power sales transaction under a FERC-approved tariff at

market price was explicitly permitted under the Company’s Commission-approved
and Staff-written Code of Conduct, which Code of Conduct post-dated both the
passage of Rule 1606(B) and the 1999 APS Settlement, there would be no reason
for APS to believe that such an inter-affiliate pricing mechanism would not be
permitted under Rule 1606(B).

WOULD THE PINNACLE WEST/APS AGREEMENT YOU HAVE
DESCRIBED HAVE “DIMINISHED COMPETITION AND, IN THE
EXTREME, DRIVEN PWEC’S COMPETITION OUT OF BUSINESS”
(JARESS TESTIMONY AT 21, LINES 12-13)?

Of course not, and Ms. Jaress provides not even anecdotal evidence (much less
any compelling market analysis) to support this claim. Indeed, her statement goes
beyond mere hyperbole. As I discuss later in my Rebuttal Testimony, the impact of
APS and APS’ needs on the wholesale market are itself insignificant compared to
that of, say, California. Moreover, since both the size of the market and the total
generation available to serve that market would, under Ms. Jaress’ interpretation of
the draft agreement, have been reduced by the same amount, there would have
been no impact on PWEC’s competitors — a point also made by Dr. Hieronymus in
his Rebuttal Testimony.

C. PWEC’s Construction of Generation to Serve APS

WHAT IS THE ISSUE HERE?

I’'m not sure. Staff witness Harvey Salgo indicates that he doesn’t believe that the
PWEC assets were constructed to serve APS (Salgo Testimony at 6). Ms. Jaress
devotes a significant portion of this section of her testimony to qubtes from
Company officials which she believes contradict the notion of “dedication” (Jaress
Testimony at 22-25). Thus, it is not clear whether it is PWEC’s dedication of

assets to serve APS or the alleged lack of such dedication that Staff finds to violate

13




1 “the spirit if not the letter of the Retail Electric Competition Rules ....” (Jaress
' 2 Testimony at 11). That it may be the former can be adduced by Ms. Jaress’
3 statement that “[I}f PWEC built the plants only to serve APS, it must have been
4 supremely confident that it could win the competitive bid required by R14-2-
5 1606(B) and the Addendum to the 1999 Settlement Agreement or believed it could
6 somehow circumvent the requirement” (Jaress Testimony at 22, emphasis
supplied).
7
8 Putting aside the fact that neither APS nor PWEC has ever asserted that the plants
9 were built only to serve APS, in the sense that it was always intended that these
10 new PWEC units would make the same sort of off-system sales as did and still do
1 the existing APS generating plants, thus reducing this to a “straw-man” argument
1 discusscd later in my Rebuttal Testimony, the answer to Ms. Jaress’ implicit
question is that, “yes,” PWEC was exactly so “supremely confident,” and with
. . good reason. Every study conducted showed that PWEC’s combination of divested
H APS generation and its newly-constructed generation would be able to operate at a
15 lower cost than any likely market competitors, thus allowing PWEC to
16 economically serve as much of APS Ioad as it chose to serve at whatever the
17 competitive market clearing price turned out to be. Yet an additional explanation
18 of PWEC’s actions was the desire of Pinnacle West management, and more
19 specifically myself, to protect APS and its customers from the potential for market
20 failure if the wholesale market did not develop early enough and fully enough to
21 assure APS of reasonably-priced and reliable sources of power.
| 22 The first of PWEC’s business assumptions, that it would have a portfolio of fuel-
| 23 diverse assets with which to compete for APS load, was eventually frustrated by
r 24 the Track A Order. But, PWEC’s role as a market hedge for APS has turned out to
. 25 be even more important than might have reasonably been anticipated back in
{ o
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1999, and PWEC’s Arizona generation can continue to serve that function for

decades to come under the Company’s rate base proposal.

WHY WOULD PWEC HAVE BEEN WILLING TO COMMIT ITS
GENERATION, INCLUDING THAT TO BE RECEIVED FROM APS, TO
SERVING APS AND WHY WOULD APS BENEFIT FROM SUCH A
COMMITMENT?

Although sometimes forgotten, given the much larger electric market melt-down
of the following year, there were severe, but more localized and of greatly shorter
duration, power market blow-outs in the Midwest during 1998 and the late spring
of 1999. The price of power reached thousands of dollars per MWh. Both
customers and utilities in the region were placed under significant financial strain.
As was later the case in California, no one, including APS, had predicted either the
timing or magnitude of this market disruption, but APS had believed since the
beginning of Arizona’s restructuring effort that leaving its customers “uncovered”
in a developing and still immature wholesale market would sooner or later lead to
a calamity for both them and the Company. And, of course, the rest is history if

you are a customer of one of those unfortunate utilities in California, Nevada or

the Pacific Northwest that found themselves in precisely that position.

WHAT STEPS WERE TAKEN TO COVER THE APS SHORT POSITION?

Even at the time the 1999 APS Settlement was finalized in May of 1999, APS was
nearly 1200 MW short to the market and getting shorter. To meet the Company’s
growing electric load and ensure reliable service to our customers, we
implemented a two-pronged strategy. First, Marketing & Trading entered into a
series of hedging arrangements (both financial and physical) to manage wholesale
electric- and natural gas price and reliability risk until new generation could be

brought on line as a long-term solution. Second, PWEC proceeded to implement

15
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that longer-term plan by initiating and completing the construction program that
resulted in the PWEC Arizona generation. Because this long-term strategy was
already in the works and even partially implemented by 2001; we did not have to
panic or negotiate with merchant suppliers from the same position of weakness as
did utilities in California, Nevada, and the Pacific Northwest, which like APS were
caught short but unlike APS, did not see any “steel in the ground” help coming and
thus were forced to cut the best deal they could. Those deals which turned out not
to be much of a deal at all. I firmly believe that events have proven the value to
our customers of resource planning based on a firm foundation of asset—backed
and utility-owned resources. This is also, in my opinion, the same conclusion to

which this Commission came in entering the Track A Order.

WHAT ABOUT THE SO-CALLED INCONSISTENT STATEMENTS
MADE BY OTHER COMPANY OFFICIALS?

It is not clear how this is connected with the Rule 1606(B) issue or whether Staff
believes that making seemingly inconsistent statements is itself a violation of the
“spirit if not the letter” of something or other. Fortunately, there is no
inconsistency, and thus there is no need for further speculation over what, if any,

point Staff is attempting to make relative to the “preliminary inquiry.”

Much is made by Staff and others over the use of the word “merchant” by Mr. Fox
or Mr. Bill Stewart (former President of PWEC), to describe one or more of
PWEC’s plants. Yet, that term only denotes a power plant that was not constructed,

acquired or operated by an electric utility as a regulated asset. Thus, the generation

"PWEC was to receive from APS under the 1999 APS Settlement would likewise

have been considered “merchant” generation post-divestiture. PWEC could have

used the terms “non-utility” or “unregulated” in discussing the plants. It would
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have told you nothing, in and of itself, about the intended role of the plants, both
new and those to be acquired from APS, in serving APS needs. But, whatever
word you pick does not detract from the simple truth that APS could rely on all of
PWEC’s capacity and energy to economically and reliably serve the Company’s
customers. Nor does it negate PWEC’s words and actions that were not only
consistent with the concept of “dedication,” but frankly inexplicable in the absence

of such concept.

WHAT WORDS AND ACTIONS OF PWEC ARE YOU TALKING ABOUT?
I would first point to the Company’s 1999 Long-Range Forecast (“LRF”), which
clearly included what later became the PWEC Arizona generation (excepting
Saguaro CT-3, which was later added as the permanent replacement for the
temporary generation used at Saguaro and West Phoenix in 2001) as part of the
resources that would serve future APS needs. The Loads and Resources section of
the 1999 LRF is attached to my Rebuttal Testimony as Schedule JED-1RB. I
would also note the “Generation Marketing Plan” presented in December of 2000.
The relevant portion of that Plan is attached as Schedule JED-2RB. This was
during the height of the California blow-out and only a few months before
California would go on a buying spree that has left it with $30 billion or so in
uneconomic long-term contracts. At the very beginning of the presentation, it is
crystal clear that the Plan addresses the marketing of what is termed “surplus
capacity and energy.” And “surplus” is explicitly defined as that not needed to
serve APS needs. This is consistent with the quotes cited by Ms. Jaress (Jaress
Testimony at 23) from Mr. Post wherein he specifically states “we are committed

k)

to meeting the growing needs of our customers. . .” and “we have sized our

generation expansion plan, when you combine that with our existing generation, to
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what we think the native load will be . . .” (Jaress Testimony at 24). A similar

statement was made by Mr. Post in the 2000 Pinnacle West Annual Report.

In the months that followed, Marketing & Trading employees continued to
monitor the Western market to determine whether some of the anticipated PWEC
power could safely be “sold forward” to California for the considerable profits to
be made by those sales. They told me that the power could later be replaced at
lower prices with minimal risk to APS and its customers. But as I saw the
California utilities and others in similar circumstances throughout the West
plunging into an ever-deepening financial crisis, one which I knew would sooner
or later saddle their customers with much higher costs, I determined that even a
“minimal risk” that our customers would end up in the same predicament was not
a risk they should bear or that APS was prepared to accept. So I told them no, the
PWEC assets were our customers’ insurance policy, and I didn’t intend to take out

any loans against that policy.

Finally, I must remind the Commission of another fact, which was discussed in
Mr. Bhatti’s Direct Testimony at pages 17, 56 and 68. The construction schedule
for Redhawk Units 1 and 2 was accelerated to meet APS demand growth, despite
PWEC’s analysis that it would be more profitable for PWEC (but more expensive
for APS, even aside from reliability concerns) to wait until closer to the next
“boom” in the “boom/bust” cycle discussed by both Mr. Bhatti (Bhatti Direct
Testimony at 21) and Dr. Hieronymus (Hieronymus Direct Testimony at 54-63).
DID RULE 1606(B) OR THE 1999 APS SETTLEMENT REQUIRE THAT
APS BE COMPLETELY EXPOSED TO SPOT MARKET PRICES
STARTING IN 2003?

No, although there is language in both Decision No. 65976 and Ms. Jaress’

testimony that could be read or misinterpreted to suggest such an obviously
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- acquisition of power post-divestiture. There is nothing in either the letter or spirit

undesirable result. Rule 1606(B) was intended to govern the Company’s

of that Rule that prohibits APS from having a plan if the wholesale competitive
market failed, as we all know now it did. And under the draft agreements
discussed in Ms. Jaress’ testimony, APS had no legal obligation to purchase power
from PWEC because it would have been free to contract with third-parties, either
directly or through Marketing & Trading. Thus, PWEC was, in effect, giving APS

a free hedge against what proved to be a runaway market.

WHAT DO YOU MEAN “FREE HEDGE”?

Under the draft agreements discussed by Ms. Jaress, PWEC assets (if physically
operable) would have had to have been made available to serve APS, through
Pinnacle West Marketing & Trading, if and when and to the extent called upon by
APS. Yet under those same draft agreements, APS would have owed nothing
unless and until it did call on PWEC’s generation and would have been under no
obligation to ever call on PWEC’s generation if the Company could have procured

lower cost power elsewhere.

DID THAT HEDGE PROVE NECESSSARY?

Absolutely. Without the trailer-mounted temporary generation installed by PWEC
in 2001 (replaced in part the following year by the construction of Saguaro CT-3),
along with the rapid construction that same year of West Phoenix CC-4, APS could
not have met its load in 2001. These actions alone cost PWEC at least $120
million (Bhatti Direct Testimony at 57). And without the knowledge that Redhawk
would be completed in time for the following summer (with West Phoenix CC-5
coming on line in 2003), there is every reason to believe that APS would have

ended up like Califofnia and Nevada — having to buy into a sellers’ market.
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It also became evident to APS in 2001 that the problems with the wholesale
market were not just temporary and thus a long-term alternative to the
requirements of Rule 1606(B) would better serve APS customers. Thus, we came
to the Commission with a proposal that would have provided APS customers with
cost-of-service prices from PWEC generation while still allowing the
Commission’s original vision of divestiture to take place. And, ironically, that
same proposal may have provided for more power to be acquired by APS from the
competitive market than was subsequently procured under the Track B Order.
When the Commission instead determined that, while agreeing with APS that Rule
1606(B) was deficient, it also wished to change its vision back to that of a
vertically-integrated utility, APS and PWEC found themselves in the present
dilemma.

WERE THE COMMISSION AND COMMISSION STAFF AWARE THAT
X‘I)’VSEI(?OgEDI‘;IERATION WAS GOING TO BE COMMITTED TO SERVE

Yes. In the “Summer Preparedness” presentation to the Commission during

- February of 2001, we clearly identified the PWEC generation coming on line

during those and future years as a vital component of the generation needed to
serve the anticipated APS load. Attached as Schedule JED-3RB is a slide from that
presentation, which was attended by several of the Commissioners and Staff. Also,
a FERC Commissioner, the Secretary of Energy and the Governor held meetings
in Arizona to discuss the then—ohgoing Western energy situation. The use by APS
of the new generation provided or to be provided by PWEC was discussed during
each of those meetings, some of which were also attended by at least one of
Arizona’s Commissioners. And finally, the 2000 Pinnacle West Annual Report
(which was certainly available to the Commission and Staff) indicated, after a

discussion of the Company’s strong growth in retail demand and the need to
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construct the infrastructure necessary to meet that demand: “[O]n the generation
side, we’re meeting new demand growth through our unregulated subsidiary,
Pinnacle West Energy.” 2000 Pinnacle West Annual Report at 2. At no time during
those years did either Staff or the Commission indicate that APS could not or
should not rely on PWEC’s “merchant generation” because of Rule 1606 (B) or
that to do so was somehow a violation of the 1999 Settlement.

DIDN’T THE PWEC ASSETS ALSO INTEND TO PROVIDE POWER TO
NON-APS CUSTOMERS?

Yes, as did the APS assets that were to be transferred to PWEC and as would the
PWEC assets if they are acquired and rate-based by APS. The ability of any
generation to produce margins from off-system sales when either not needed or
not economical to run for native load customers is an inextricable aspect of
modern power plant economics. It no more negates the concept of “dedication”
than would renting out one’s home to some despefate fan during the Fiesta Bowl
weekend indicate a desire to permanently move. Moreover, as is also discussed in
Dr. Hieronymus’ Direct and Rebuttal Testimony, PWEC did pursue generation
opportunities (largely outside Arizona) that did not conflict with but were not
necessarily a part of its two primary functions of being the home for APS’ divested
generation and building sufficient new generation to protect APS and its
customers. Once again, this no more undermines PWEC’s dedication to APS than
taking up a second job necessarily undermines one’s dedication to his or her first
job.

D. APS Construction of Generation

DOES STAFF WITNESS JARESS TESTIFY THAT APS COULD
CONTINUE TO BUILD OR ACQUIRE GENERATING PLANTS TO
SERVE ITS CUSTOMERS PRIOR TO JANUARY 1, 2003?

Ms. Jaress seems to be of two minds on the subject. At one point, she seems to say

APS could construct plants — it just couldn’t use them to provide generation to
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customers (Jaress Testimony at 26). Yet one page later, she indicates that APS
could have come to the Commission and asked for a waiver (Jaress Testimony at
27). I find neither of these alternatives to be consistent with either the 1999 APS
Settlement or the Electric Competition Rules. Indeed, if just days after the 1999
APS Settlement was approved, APS had filed for a Certificate of Environmental
Compatibility (“CEC”) to construct new generation (e.g., Redhawk) that would
then have to be divested to PWEC within six months of completion or had asked
this Commission for authority to borrow the $750 million needed for such
construction on APS credit, I'm sure that would have been viewed, justly in my
opinion, as violating “the spirit, if not the letter” of both the 1999 APS Settlement
and the Electric Competition Rules. After all, the last time APS filed for a
significant waiver of the Electric Competition Rules, which was to the “market
price” and “50 % competitive bidding” provisions of then Rule 1606 (B), the
Company was exactly so-accused of violating the 1999 APS Settlement for even
asking, and it never recei\'/ed a hearing on its request. And I cannot help but note
that Staff witness Salgo appears less certain than Ms. Jaress that APS can acquire
or build new generation (Salgo Testimony at 12 and 25), notwithstanding Ms.
Jaress’ testimony and notwithstanding the intervening issuance of the
Commission’s Track A Order.

IF YOU BELIEVED APS HAD THE CONTINUED ABILITY TO
CONSTRUCT OR ACQUIRE GENERATION PRIOR TO 2003, WOULD
THE PWEC GENERATION HAVE BEEN CONSTRUCTED BY APS
RATHER THAN PWEC?

Not if APS was still under the obligation to divest its generation by January 1,
2003. But if by your question you mean to ask whether APS would have
constructed the PWEC Arizona generation had it never been subject to what
proved to be an unlawful requirement that it divest its generation, the answer is an

unqualified “yes.” The planned need for and economics of the PWEC generation
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did not depend on which entity built it. Thus, as is discussed more fully in Mr.
Wheeler’s and Dr. Hieronymus’ rebuttal testimonies, it is unreasonable to apply a
different rate making standard to the PWEC generation than has historically been

applied to other generation constructed by APS.

UNIFICATION

WOULD YOU EXPLAIN THE BIFURCATION ISSUE TO WHICH YOU
ALLUDED IN YOUR SUMMMARY?

Yes, although I would like to place my emphasis on the advantages of unification

- rather than the disadvantages of bifurcation. As I discuss in the next section of my

Rebuttal Testimony, APS is a relatively small fish in a mighty big ocean. We knew
that it would be difficult if not impossible to compete in the wholesale market as a
“start up” generator against huge firms (and members of the ACPA) such as
Sempra, Duke, Calpine, NEG, Reliant, etc. Thus, from the very beginning our
business plan called for keeping all the enterprises generation as part of a single
portfolio, whether that was at APS, as we had argued from the initial consideration
by the Commission of the Electric Competition Rules in 1996 through the 1999
Settlement, or at PWEC, which was created in response to the 1999 Settlement.
Our studies had shown that all of APS’ then existing coal and gas-fired generation
was already very competitive, and even the nuclear generation would produce
positive cash flows. And although the new gas-fired generation then contemplated
to be constructed by PWEC would earn competitive rates of return over their
useful life, we realized and anticipated that during the first few years of operation,
PWEC would need the cash flows expected from receipt of the existing and older
APS generation to survive as a stand-alone entity. With the halt to divestiture, the
two halves of what was intended to be a single generation portfolio are now

divided into sub-optimal components of separate entities.
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IS THIS THE SAME ISSUE AS THE DEDICATION OF THE PWEC
ASSETS TO APS?

No. Even if the Commission does not find that PWEC constructed its Arizona
plants to serve APS or does not find that relevant even if it did, there can be no
debate about the fact that but for the promise and requirement of divestiture,
PWEC and the PWEC assets would not exist. They either would have been built
by APS, if that were allowed by the Commission, or they would not exist at all. In
either instance, the unification issue also would not exist. The equities here are
especially strong because it appears in hindsight that the Commission lacked legal
authority to compel divestiture, which Commission requirement is why we are in
this situation today.

DIDN’T THE COMMISSION’S APPROVAL OF THE COMPANY’S TWO
FINANCING APPLICATIONS IN LATE 2002 AND EARLY 2003 SOLVE
THIS BIFURCATION ISSUE?

No. They simply allowed Pinnacle West to survive as a credit-worthy enterprise
until the Commission had the opportunity to address the underlying issue of
unification, which was first raised by our Chairman, Mr. Post, in his July 11, 2002
letter to the Commission in the Track A proceeding. And in conjunction with these
financing proceedings, Staff and APS recognized in the Principles of Resolution
that this rate proceeding was the appropriate forum to seek solutions for this
problem.

OTHER THAN THE ISSUE OF REFINANCING THE PWEC-RELATED
DEBT INCURRED BY PINNACLE WEST, DOES THE LACK OF
UNIFICATION CREATE OTHER PROBLEMS FOR APS AND ITS
AFFILIATES?

Yes. And the financing issue is itself a terribly significant “other than™ problem for
the enterprise. But just from the standpoint of operations, the inability to jointly

dispatch the APS and PWEC generation for native load (except during the months

of the Track B contract) also costs APS (and eventually its customers) millions of
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dollars a year. This is because maintaining separate dispatch “stacks,” that 1s, one
for PWEC and another for APS, is simply less efficient than using a single “stack”

for both native load and off-system sales.

For example, in 2005 alone, it has been estimated that this division of resources
will cause APS to incur an additional $14.7 million in costs. And because each
entity must provide its own separate reserves for any firm sales, rather than being
able to firm up each other, joint marketing opportunities are either lost or produce
lower margins — margins that help to offset the costs of fuel and purchased power
for APS customers. Again, for 2005, these reduced margins are estimated to cost
APS and its customers some $5.7 million. Although this is partially offset by

PWEC margins, the net loss of efficiency in 2005 to the two entities would be over

'$14 million.

From a management perspective, the need for duplicative management structures
is both inefficient and harmful to proper corporate governance and oversight —
something I believe we can all agree is critical in this industry. This problem is
exacerbated by the restrictions imposed by the Track B and financing decisions,
which effectively place PWEC at a disadvantage relative to its competitors. Such
restrictions include the special requirements for affiliate bilateral agreements in the
Secondary Procurement Protocol (required by the Track B Order) and the
limitations on PWEC’s ability to acquire or dispose of assets (imposed by the
second financing order). These restrictions are themselves contrary to the terms of
the 1999 APS Settlement, wherein it had been promised that PWEC would not be

under regulatory provisions not otherwise imposed on merchant generators.

THE WESTERN WHOLESALE MARKET

IS THERE A DISTINCT “ARIZONA” WHOLESALE ELECTRIC
MARKET?
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No, despite the off-hand reference to such in various witnesses’ testimony (Salgo
Testimony at 15; Kalt Testimony at 36) and perhaps even in statements made by
the Company. There are individual wholesale electric buyers and sellers located in
Arizona, but they buy from and sell into what is at least a regional wholesale

electric market.

WHAT IS THE EXTENT OF THAT REGIONAL MARKET?

At a minimum, you are talking about the entire WECC. That encompasses some
170,000 MW of generation in 14 states and Western Canada. Of that,
approximately 66,000 MW is either located in California or owned/controlled by
California-based load serving entities. APS and PWEC together comprise only
3.5% of that market, and the energy used by APS customers comprises just 3.2%
of the energy generated in the WECC during 2002. The annual growth of energy
consumption and demand in the WECC is itself equal to over 14,600 GWH and
2540 MW, with 43% of that coming from California even though that state has yet
to recover from the energy-induced recession of 2000-2001.

GIVEN THE VAST SIZE OF THE WESTERN MARKET, WERE YOU
SURPRISED THAT MANY OF THE PARTICIPANTS IN THAT MARKET
EITHER CHOSE NOT TO PARTICIPATE IN THE TRACK B
SOLICITATION OR SUBMITTED NON-COMPETITIVE BIDS?

Only in the respect that some of these same entities had participated throughout
the Track B proceeding and had opposed the 2001 PPA so intensely. That led me to
believe that they might have more interest in serving APS than turned out to be the
case. Even in this proceeding, none of the merchant intervenors or the ACPA has
offered to provide any proof that the APS service area was intended as their
primary market despite the Company’s request during discovery for such
evidence.

WHAT WOULD BE THE IMPACT OF RATE-BASING THE PWEC
GENERATION ON THIS WHOLESALE MARKET?
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As you can see from my foregoing discussion, 1700 MW of either generation or
retail load barely constitutes background “noise” to the clatter of regional
wholesale electric activity. And because both the load and the generation would
continue to exist independent of whether the PWEC assets are acquired by APS,
the overall competitive balance within the region is left undisturbed by even this
tiny reshuffling of the generation ownership deck. My common sense observations
are, in this regard, fully consistent with Dr. Hieronymus’ more rigorous analysis of
this same issue in his Rebuttal Testimony. |

BUT ISN’T INCREASED VERTICAL INTEGRATION BY UTILITIES BAD
FOR WHOLESALE COMPETITION?

It’s neither good nor bad. It is simply how some market participants, or their
regulators, choose to structure their business. Nor should vertical integration itself
be confused with the exercise of vertical market power, which consists of a
vertically-integrated firm using its ownership of “essential” or “bottleneck”
facilities, in this instance, transmission, to discriminate against competitors. Dr.
Hieronymus addresses this market power issue in his Rebuttal Testimony and, like
me, distinguishes that form of market power from the different question of
whether greater degrees of vertical integration increase market concentration in a
manner likely to materially and adversely impact the wholesale market. It is this
latter concern that is reflected in ACPA witness Dr. Joseph Kalt’s testimony (Kalt

Testimony at 36-38).

But all vertical integration does, from a market concentration perspective, is
associate a portfolio of generation resources with a specific load. As also discussed
by Dr. Hieronymus, virtually no merchant generation will be constructed for the
foreseeable future without having a firm long-term agreement with a load serving

entity. Such a PPA ties the generation backing it no less to the buyer’s load than
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would outright ownership, but brings with it counter-party credit and contract
performance risks not attendant in the case of generation ownership. The only
other differences would be that PPA pricing would not be based on cost and the
utility would not enjoy the operational benefits of ownership. These differences
may be quite important to the utility and its customers, but they are irrelevant to
the impact on the competitive market of either rate-basing an asset or entering into

a long-term PPA.

In addition, at least half of the West will remain vertically-integrated in any event
barring a political revolution of historical proportions. This is because public
power, which controls 40% of transmission and over 40% of generation in the
WECC, shows no inclination to surrender the proven economic advantages of
vertical integration, and there appears to be no political will in Washington or the
states to change that inclination. If you add to that the investor-owned utilities
(“IOU”) that are likely to remain vertically-integrated as a matter of state
regulatory policies — for example, the three large California IOUs, Idaho Power
and PacifiCorp — you are well over that 50% figure irrespective of what the rest of
the West does, let alone APS.

MR. DAVIS, DOES NOT DR. KALT TESTIFY THAT INCREASING THE
COMPANY’S OWNED-GENERATION MAY HAVE “NEGATIVE
IMPACTS” ON THE COMPETITIVE WHOLESALE MARKET AND
WOULD SEND A SIGNAL TO POTENTIAL INVESTORS IN MERCHANT
POWER PROJECTS THAT THERE IS NOT A “LEVEL PLAYING FIELD”
BECAUSE OF THE ALLEGATION THAT “OTHER MARKET

PARTICIPANTS WILL HAVE BEEN DENIED A FAIR OPPORTUNITY TO
COMPETE WITH PWEC” (KALT TESTIMONY AT 32)?

That’s what the testimony says. But as to these alleged “negative impacts,” Dr.
Kalt provides no evidence to support his concerns, and given the relative size of
this increment of additional APS-owned capacity to the regional market and the

total lack of net impact on the region’s supply/demand balance, I doubt any such
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evidence exists. Thus, I find it more than a little hard to believe that future
investment decisions on power plant development in Arizona will be curtailed
because the PWEC units were rate-based under the particular, even unique

circumstances. in this case.

More directly to Dr. Kalt’s point, “other market participants” have not been
“denied a fair opportunity to compete with PWEC.” In fact, they have had such
opportunities both in Track “B” and during the ongoing 2003 RFP process. But in
neither instance have they proposed any transaction that produced net benefits for
APS customers compared to the equivalent PWEC proposal. However, Dr. Kalt’s
clients apparently want to claim a “mulligan” on every shot until they finally can

get the ball into the hole.

GROWING APS CUSTOMER EXPOSURE TO MARKET RISK

IF RATE-BASING HAS NO IMPACT ON THE COMPETITIVE MARKET,
IS IT STILL IMPORTANT TO APS AND ITS CUSTOMERS?

Absolutely. Aside from being necessary to finally resolve the bifurcation issue and
the anticipated economic and operational benefits discussed by APS witnesses
Wheeler, Hieronymus and Bhatti, the PWEC assets provide a future hedge against
market risks not factored into the eéonomic analyses. No one may be out there
predicting another California, but then no one predicted the severity of the first
one either, and I believe that until we have a fully functional, transparent and
sufficiently liquid wholesale market, it is prudent for APS to limit its exposure and
that of its customers in that market to manageable levels. The non-PWEC Track B
contracts already amount to 600 MW (150 MW during the summer and as high as
450 MW in certain non—summer. months). And, of course, that amount would be in
addition to the long-term PPAs we already have with PacifiCorp and Salt River

Project. These contracts also do not reflect short-term or economy purchases,
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although as discussed in Mr. Bhatti’s Rebuttal Testimony, even increased exposure

to the market for economy energy carries with it a not-insignificant risk.

WHEN DO YOU BELIEVE THE MARKET WILL BECOME FULLY
FUNCTIONAL, TRANSPARENT AND SUFFICIENTLY LIQUID TO RELY
UPON FOR A MUCH LARGER PORTION OF THE COMPANY’S NEEDS?
It certainly is not on the near term horizon. First, we have to have significantly
more credit-worthy players. For example, at the height of power marketing and
trading in the West, APS was able to do business with at least 23 major wholesale
trading counterparties. That is down to 12 today. Second, we need more liquidity.
Third, we need some agreed-upon and common rules for public and investor-
owned power entities. We have made some progress here, but the public/private
power situation discussed earlier is still a big impediment to having the common

“rules of the road” needed for an efficient market. Fourth, such a market will need

continued access to adequate transmission infrastructure and the pricing

mechanisms to efficiently allocate that infrastructure. Again, I think APS, this

Commission and FERC are trying to address this issue, but we cannot relax on this
critical issue. Fifth, there is a need for better financial hedging tools to mitigate the
natural fluctuations in any commodity market, fluctuations made worse in the case
of power because of its non-storable nature. Unless these structural issues are
addressed, the wholesale market, which will always be characterized by chronic
price volatility, will be even more and more unpredictably unstable for reasons
unrelated to fundamental supply and demand factors. This kind of volatility can be
neither eliminated nor adequately mitigated over the long run.

IF ALL OF THESE CONDITIONS WERE MET, WOULD IT BE
APPROPRIATE FOR APS TO OBTAIN ALL OR MOST OF ITS

CUSTOMERS’ POWER NEEDS FROM THE WHOLESALE MARKET
RATHER THAN BUILD OF BUY NEW GENERATING PLANTS?
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No. Even then, I would not believe it appropriate to abandon an asset-backed
resource plan for the majority of our customers’ needs. Owning generation
provides operating flexibility simply not available through a contract. More
importantly, perhaps, electric markets, even if made more efficient, would not
necessarily be timely. By that, I mean there will always be lags between changes
in demand and corresponding changes in supply. It is these lags that cause the
“boom/bust” cycles discussed by Mr. Bhatti and Dr. Hieronymus, and which,
along with the storage issue I previously mentioned, explain why even the most
efficient wholesale market will be comparatively volatile, carrying with it very
significant price risk for our customers. In that regard, it is instructive that even
with a fully functional, transparent and sufficiently liquid market for natural gas —
one which has the added ability to use storage as a hedge - Arizona consumers,
including APS, have been rocked by gas price volatility these past months, with

little relief in sight.

WHERE DOES APS STAND TODAY WITH REGARD TO MARKET
EXPOSURE?

Attached as Schedule JED-4RB is a chart showing our growing short position to '
the market. With the existing Track B contracts, the Company’s capacity deficit
ranges from just over 100 MW 1in 2004 to over 1100 MW in 2006. Beginning in
2007, that deficit increases to well over 1400 MW, even assuming the PWEC
assets are acquired by APS and that SRP does not cancel its long-standing power
agreement with the Company, and climbs by some 300 MW or so per year
thereafter. By the end of this decade, this means that APS would be 2420 MW
short to the market even after rate-basing the PWEC generation, or some 30% of
its then-anticipated retail load. To give that some perspective, APS’ eﬁtire retail

load did not even reach that same 2420 MW figure until 1978-five years after I
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came to the Company. A utility that is exposed to that extent will have to buy large
amounts of power at the margin with corresponding degrees of pricing risk.
Perhaps more ominous is the fact that APS would be approaching the same levels
of market exposure as have left California and Nevada utilities and their customers

in their present state of financial disarray.

BUT MR. DAVIS, WHAT IF, DESPITE THE ANALYSES OF MR. BHATTI
AND OTHERS, INCLUDING MR. SALGO AND RUCO WITNESS DAVID
SCHLISSEL, SHOWING THE LONG TERM ECONOMICS OF THE
PWEC ASSETS, THERE ARE YET OTHER EXPERTS THAT BELIEVE
FUTURE MARKET PRICES MAY STAY SUFFICIENTLY LOW SUCH
THAT THE PWEC ASSETS ACTUALLY TURN OUT TO BE TO SOME
DEGREE UNECONOMIC. DOES THAT MEAN RATE-BASING SUCH
ASSETS WOULD BE A BAD DEAL FOR CUSTOMERS?

No. First of all, the PWEC assets bring far more benefits than just their ability to
protect APS customers from potentially-higher (higher, that is, than anticipated)
purchased power costs. There are reliability and operational advantages to owning
“steel in the ground,” advantages from the unification of the PWEC generation at
APS, and advantages to having the additional energy available to generate off-
system sales margins for the benefit of native load customers. As is discussed in
Dr. Hieronymus’ Rebuttal Testimony, don’t confuse your homeowner’s insurance

with the mortgage payment. But even if you just were considering the PWEC units

* as the economic price hedge alluded to in the question, my answer would still be

“no.” Just because you don’t expect your house to burn down during the term of a
fire insurance policy does not mean it is imprudent to insure against the possibility
of that occurrence. Neither would it matter if, in fact, the fire did not occur. Thus,
even if based on scientific studies concerning the statistical incidence of house
fires and using reasonable financial projections, it could be demonstrated that there
would be an anticipated net benefit to a homeowner from taking the money which

would otherwise go to purchasing insurance and instead saving and investing such
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funds for, say, the next twenty years, this would not “prove” that fire insurance is
either unnecessary or a “bad deal.” The whole point of insuring against a risk, the
timing, severity and even occurrence of which is unknown is precisely that - it is
unknown. In my example, the homeowner doesn’t know whether a fire will occur
in twenty years or in the next twenty minutes, so a prudent person would still

insure against the risk.

IF THE PROBLEM ONLY BECOMES ACCUTE AFTER THE TRACK B
CONTRACTS EXPIRE AND WHEN THE PWEC ASSETS WILL
OBVIOUSLY BE EVEN MORE VALUABLE, WHY NOT SIMPLY WAIT
AND CONSIDER RATE-BASING THEM IN THE NEXT APS RATE
PROCEEDING?

If the Commission entirely rejects rate-basing the PWEC assets in this proceeding,
it would send a clear signal that the Commission believes increasing market
dependence is appropriate irrespective of the underlying economic and equitable
arguments supporting the Company’s rate base proposal. APS will then pursue the
next least-costly supply expansion option still available to it, quite possibly one of
those plans analyzed by Mr. Bhatti and presented in his Rebuttal Testimony or
perhaps some new variant on such plans. The precise option selected will depend
both on conditions (existing and anticipated) at the time a decision is made and on
this Commission’s determination of the resource planning and acquisition issues
discussed by Mr. Wheeler in his testimony. However, as President of Pinnacle
West, I must also direct PWEC to proceed with a “Plan B” to market its plants in
such a manner as best improves PWEC’s chances of survival as a viable entity.
Whether that entails another future proposal to transfer these particular assets to
APS (if such asset acquisiﬁon by APS is consistent with the Commission’s market
structure vision, as determined in this proceeding) or selling power to some other

entity will likewise depend on conditions (existing and anticipated) at the time.

But PWEC cannot be held to its earlier book value offer or to the concept of
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“dedication” itself given the fact that there would have twice been cost-of-service

proposals presented to and rejected by the Commission.

CONCLUSION
DO YOU HAVE ANY CONCLUDING REMARKS?

Yes. They concern each of the four basic subject areas of my Rebuttal Testimony.

First, the allegations made by Staff concerning the “preliminary inquiry” lack
substance. In some instances, they concern transactions that never took place
while in others they reference matters that do not reflect “transactions” at all,
affiliate or otherwise, but rather involve the meaning of certain statements made
concerning the role of PWEC or question the Company’s firm belief that it would
be inconsistent with both the 1999 APS Settlement and the Electric Competition
Rules for it to both agree to divestiture and then immediately launch a billion
dollar APS generation construction program. In no instance has Staff demonstrated
that any of the actions undertaken by APS and its affiliates violated either the letter
or spirit of any Commission order or regulation, provided PWEC with any “unfair
advantage” or prejudiced any other wholesale market participant. Rather, these
actions directly contributed to the success APS achieved in both preserving its own
financial integrity and protecting its customers in the face of what this
Commission correctly characterized in the Track A Order as a market that is
“poorly structured and susceptible to possible malfunction and manipulation”
(Decision No. 65154 at Finding of Fact No. 16) and that is “not currently

workably competitive” (Decision No. 65154 at Finding of Fact No. 25).

In Decision No. 65154, the Commission also expressed its desire to act fairly with
regard to the consequences of its “change of direction” (Decision No, 65154 at

page 22). The single most vexing of such consequences to APS and its affiliates is
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the artificial division of the generating assets built to serve APS customers. This
division has frustrated a business plan predicated on the promises of the 1999 APS
Settlement and the requirements of the Electric Competition Rules, brought
Pinnacle West to the verge of financial collapse and costs APS consumers money,
both currently and in terms of potentially foregone opportunity costs, should the
Commission not resolve the bifurcation issues by permitting APS to acquire
PWEC’s Arizona generation and place it under traditional cost-of-service

regulation.

APS is a small fish in a large and often dangerous competitive ocean. Although the
Company and its needs have little impact on the wholesale market, the wholesale
market can have large, unpredictable, and potentially disastrous impacts on APS
and 1ts customers. APS’ exposure to these impacts will grow in .the future even
under the Company’s current plan. Without the PWEC assets and the right to.build
or acquire new ‘“‘steel in the ground,” as is discussed by Mr. Wheeler in his Direct
and Rebuttal Testimony, that exposure will rise to levels that have portended
financial ruin for other electric utilities and much higher rates for their customers.
DOES THAT CONCLUDE YOUR PREFILED REBUTTAL TESTIMONY
IN THIS PROCEEDING?

Yes, it does.
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APPENDIX A

STATEMENT OF WITNESS QUALIFICATIONS

Jack Davis is President and Chief Operating Officer for Pinnacle West Capital
Corporation (PWCC) and President and Chief Executive Officer for Arizona Public
Service Company (APS). He is also on the Boards of PWCC and APS.

Mr. Davis attended New Mexico State University and received BS degrees in
Medical Technology in 1969 and Electrical Engineering in 1973. He was then hired by
APS as an Engineer in the System Planning Department. Subsequently, he has had
positions as Administrator of Power Contracts, Manager of Power Contracts, Director of
System Development and Power Operations, Director of Fossil Generation, Director of
Transmission Systems, Vice President of Generation and Transmission, Chief Operating
Officer for PWCC, President of PWCC and was promoted to Chief Executive Officer of
APS in September of 2002.

He has served (i) as Chairman of the Western Electric Coordinating Council
(WECC) and is a member of its Board of Trustees; (ii) as Chairman of the Western
Systems Power Pool; (iii) as President of Western Energy and Supply Transmission
(WEST) Associates; and (iv) as a past member of the National Electric Reliability Council
Board of Trustees. He is a registered Professional Engineer in the State of Arizona. He
is also on the Boards of the Greater Phoenix Chamber of Commerce, Arizona Chamber
of Commerce where he serves as past Chairman, and presently serves as Chairman of
the Arizona Theatre Company. He is a member of the Dean of Engineering Advisory
Council at Arizona State University; Electrical Engineering Industry Advisory Committee at

Arizona State University; Greater Phoenix Leadership; and the Downtown Phoenix

Partnership.
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I. EXECUTIVE SUMMARY

This Report to the Arizona Corporation Commission (“Commission”) has been prepared
in response to Decision No. 65796 (April 4, 2003). That decision directed the Commission’s
Utilities Division Staff to commence a “preliminary inquiry into APS’ and its affiliates’
compliance with the Electric Competition Rules, Decision No. 61973, APS’ Code of Conduct,
and applicable law.” Each of these issues is addressed in this Report. In addition, APS will
respond to certain specific assertions made during the January 2003 hearing on APS’ Financing
Application. This Report demonstrates that:

e APS and its affiliates have, within the regulatory constraints placed upon them,
consistently acted in the best interests of APS customers and took reasonable and
prudent steps to protect those interests.

e As aresult of these actions, APS successfully weathered a storm that engulfed virtually
every other investor-owned utility in the Western United States without having to
threaten bankruptcy, request emergency rate relief, defer significant purchased power
costs, institute capacity-related curtailments, or be forced into high-priced, long-term
purchase power agreements.

e During a period of significant change and substantial uncertainty in the electric utility
industry, APS and its affiliates acted ethically and appropriately to comply with
regulatory requirements relating to restructuring in Arizona. In many respects, APS and
its affiliates went far beyond mere technical compliance and instead acted aggressively
to protect customers in instances where the Electric Competition Rules provided little
guidance.

e APS has neither surrendered nor neglected its obligation to serve customers. Because
APS has not and will not entrust that obligation to others, it is well-positioned to
continue to provide reliable, reasonably-priced service to Arizona consumers.

e Although APS participated vigorously in the debate surrounding the various state and
federal efforts to restructure the electric industry, once the responsible state or federal
regulatory authority set its restructuring policies, APS was a leader in implementing both
their letter and spirit.

e When contemplated APS actions on behalf of customers required regulatory approval or
a variance to a Commission rule, APS requested relief from the Commission in an open
and legally appropriate manner.

e Despite the changes made by the Commission to the 1999 Settlement, APS continues to
comply with its obligations under that Agreement and to work toward reasonable
regulatory solutions to address the impacts on itself and its affiliates of the changed
circumstances that both precipitated and resulted from those changes.
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Regarding specific questions that arose during the proceedings on the APS Financing
Application, APS’ and its affiliates’ actions were entirely lawful and reasonable and protected
both APS customers and investors. This Report explains that:

e Pinnacle West Energy Corporation (“PWEC”) was formed to implement the
Commission’s requirement that incumbent utilities divest their generation. Its formation
was not only specifically authorized by the Commission in Decision No. 61973 as being
in the public interest, but the Commission expressly stated that it supported the transfer
of all of APS’ generation to an affiliate. The Commission also acknowledged in the 1999
Settlement that sales between APS and its generation affiliate at market based rates
would benefit customers, would not violate Arizona law, would not provide APS’
affiliate with an unfair competitive advantage, and were in the public interest.
Subsequent to PWEC’s formation, the Commission was informed on several occasiors
that PWEC generation was going to be used, and even relied upon, to serve APS
customers.

e Because the Electric Competition Rules prevented APS from constructing new
generation, PWEC and its parent company, Pinnacle West Capital Corporation
(“Pinnacle West”), took action to protect APS during the turmoil of the Western power
crisis in 2000 and 2001. PWEC both brought in temporary generation to allow APS to
meet short-term summer capacity needs driven by rapid load growth, and constructed
permanent capacity to provide a long-term resource for APS customers.

e By dedicating its capacity to APS customers and not selling forward into the lucrative
California markets, PWEC prevented APS from falling victim to the rush into high-
priced, long-term contracts that occurred in California, Nevada and elsewhere during the
height of the Western power crisis. Unlike utilities in other states, APS knew that
capacity would be available for its customers at reasonable prices. PWEC’s actions in no
small part allowed APS to continue providing the rate reductions as provided for in the
1999 Settlement while other utilities throughout the West sought significant rate
increases.

e Because PWEC was entitled to receive all of the APS generation under the 1999
Settlement, the receipt of such generation and its subsequent operation by PWEC after
2002 was a valid and reasonable business assumption—indeed, the only valid and
reasonable business assumption—for PWEC to have presented to rating agencies in
requesting a contingent credit rating. Further, the assumptions presented to those rating
agencies to support their modeling were based on assumed sales at market prices. Thus,
the results were indifferent as to whether PWEC had a contract with APS at market
prices or simply sold to a third-party at the same market prices. There was no
representation made to the rating agencies that PWEC actually had a signed multi-year
contract with APS or was entitled to receive a multi- year contract except in conformance
with the Electric Competition Rules.
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APS never entered into any supply
agreement that violated Rule 1606(B),
which was not to take effect for APS
until January 1, 2003. In fact, during its
2001 request to the Commission for a
partial variance to that rule, APS
specifically confirmed that if the
Commission denied  the requested
variance, APS would proceed with
“good faith compliance with Rule
1606(B) as written.”

The APS Code of Conduct contained, as
required by the 1999 Settlement, a
provision relating to the supply of APS
generation during the two-year delay of
divestiture to ensure that APS’
Competitive Electric Affiliate, APS
Energy Services (“APSES”), was not
given an unfair competitive advantage.
In the decision approving APS’ Code of
Conduct, the Commission specifically
found that the Code of Conduct jointly
proposed by Staff and APS “satisfies the
requirements of A.A.C. R14-2-1616 and
Decision No. 61973.” APS has complied
with that provision.

As required by applicable regulations,
APS applied for the modifications
required to be made to the air permits for
the PWEC West Phoenix and Saguaro
Power Plant units because these new
units were under common corporate
control with the existing APS units. In a
similar fashion, APS holds the air permit
for other jointly-owned facilities that do
not involve an APS affiliate.

This Report includes a discussion of

historical background and regional context. It is
impossible to fully consider the events of the last
several years, since the execution of the 1999

Electric Competition

Checklist

1 Opened service area
to compsetition

2 Dismissed court appeals to
Electric Competition Rules

3 Reduced rates by more
than $400 million

4 Resolved stranded costs

5 Assured reliable electric
service to customers

& Corporate restructuring
to comply with the rules

7 Developed systems and
processes to support
direct access

8 Flead direct access rates

9 Supported AISA protocols
10 Developed WestConnect RTO

11 Adopted retail Code
of Conduct

12 Timely filed adjustment
clause application

13 Filed all required reports

14 Formed APSES as
competitive ESP affiliate

15 Provided nondiscriminatory
open access to transmission

and distribution svstems

| 16 Met Provider of Last

Resort obligations

17 Divested generation to
PWEC

18 Implemented Rule 1606(8)

19 Implemented new Track B

requirements

e
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Settlement and the adoption of the current Electric Competition Rules, without a detailed
understanding of this background. It also is necessary to consider the significant changes and the
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increasing uncertainty in both state and regional electric markets over this period, and to view the
actions of APS and its affiliates in that context.

When the initial Electric Competition Rules were passed and the 1999 Settlement signed,
many believed that retail Electric Service Providers (“ESPs”) would sweep into the state and take
significant amounts of load from incumbent utilities. Little attention was paid to wholesale
power markets, which in 1999 were still relatively stable and, like today, largely subject to
exclusive federal jurisdiction. In fact, no independent power producer apart from Enron, which
also was an ESP, participated in the 1999 Settlement proceeding.

Despite a requirement that APS divest all of its generation to facilitate the development
of the retail marketplace, and despite the lack of clear “rules of the road” from the Commission
regarding how APS could operate, the Commission still expected the Company to take the steps
necessary to serve all present and future customers. Moreover, APS was expected to do so
reliably and at just and reasonable rates. Further, following the 1999 Settlement, APS
implemented a series of rate reductions and, absent an emergency, could not increase rates even
if its costs rose unexpectedly. In 1999, however, APS needed to purchase increasing amounts of
power from the wholesale market and its peak demand was growing rapidly. Fortunately for APS
customers, over the next few years, the actions taken by APS and its affiliates and the actions
taken in neighboring states like California stand in stark contrast.

In California, investor-owned utilities divested their generation to non-affiliates and the
utilities and the California commission lost control over those resources. In California,
generation shortages caused rolling blackouts throughout the state. And in California, the shock
of two summers caused all three major investor-owned electric utilities to defer billions of
dollars of wholesale power costs, impose major rate increases, and ultimately forced the
California Department of Water Resources (“CDWR?) to take over generation procurement. One
utility is still in bankruptcy and all have been financially ravaged in the credit markets. Finally,
in California, CDWR entered into high-priced, long-term wholesale power contracts that were
significantly above the cost of generation in an effort to stabilize the chaos that had rocked the
state. California is now litigating and attempting to abrogate those contracts, causing increased
turmoil in energy capital markets.

On the other hand, in Arizona, APS negotiated with the Commission to ensure that
divestiture would take place only to an affiliate of APS. Ultimately, the Commission stopped
divestiture altogether. And in Arizona, PWEC installed expensive temporary summer capacity
and constructed new generation resources to meet the needs of APS customers. Not
coincidentally, the lights in Arizona stayed on. While rates elsewhere spiraled out of control,
APS passed on to customers the rate reductions that it had agreed to without deferring any
wholesale power costs and still retains its investment grade credit ratings. This was due in no
small part to the fact that in Arizona, the construction of new generation by PWEC eliminated
the panicked buying of long-term contracts because APS knew that capacity would be available
for its customers.'

1

The history of the steps that APS and PWEC reasonably took to ensure that APS customers were
not subjected to the vagaries of a dysfunctional wholesale power market will be explained in greater detail
in the rate case that APS will file with the Commission.
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In retrospect, the robustness of wholesale power markets was more important in the
overall process of electric restructuring than many had envisioned. While California has
essentially stalled retail competition and is considering an aggressive return to a more traditional
utility model, Arizona has not suffered such a result. But the uncertainty for incumbent utilities
in Arizona continues. There now exists a mix of vertically-integrated utilities with a “Track B”
requirement to seek some power supplies for an undefined period of time from the wholesale
market (even when APS’ supplies are sufficient) and with the continuing risk that retail load will
leave for direct access service. But the prudent actions of APS and its affiliates during this period
have at least left the Commission and the state with significant flexibility as to where Arizona
moves in the future with electric competition.
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. II. INTRODUCTION AND SCOPE
A, Introduction

Decision No. 65796 (April 4, 2003), which approved APS’ Financing Application,
directed Staff to commence a preliminary inquiry into APS’ and its affiliates’ compliance with:

e the Electric Competition Rules;
e Decision No. 61973;

e APS’ Code of Conduct; and

e applicable law.

This Report addresses each of these issues, while providing background and context that the
Company believes is important to consider on each of these issues. This Report also responds
specifically to some of the assertions that were made during the hearing on APS’ Financing
Application in Docket No. E-01345A-02-0707.

B.  Organization of Report

Section I of the Report is an Executive Summary. Section II provides an introduction to
the Report, defines the scope of issues addressed pursuant to Decision No. 65796, and sets forth
certain definitions and concepts that will be used throughout the report.

. Section III provides a relatively extensive factual and historical background of APS’ and
its affiliates’ role and involvement in the restructuring of the electric power industry in Arizona.
This background discussion also addresses events outside Arizona that have had a significant
effect on the Company and its affiliates due to the regional nature of the Western electricity grid.

Section IV discusses each of the categories of issues identified in Decision No. 65796,
including a discussion of “applicable law.” Section V then responds specifically to certain issues
raised during the hearings on APS’ Financing Application earlier this year. Section VI is a
conclusion. Finally, a Glossary of Terms is provided at the end of this Report.

C. Scope of Report

Decision No. 65796 sets forth the scope for this Report. Pursuant to that decision, this
Report addresses (i) APS’ and its affiliates’ compliance in Arizona with the Electric Competition
Rules, A.A.C. R14-2-1601 to -1617; (i) Decision No. 61973, which approved the 1999
Settlement; (iii) APS’ Code of Conduct, which was approved in Decision No. 62416; and (iv)
applicable law.

This Report also addresses specific matters referred to in Decision No. 65796 and
discusses the steps that APS took to respond to Commission orders and decisions and to comply
with the Electric Competition Rules. These include the corporate restructurings undertaken to

. satisfy requirements in the Electric Competition Rules. They also include the significant steps

that APS undertook to implement retail direct access in Arizona, and APS’ efforts to further the
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development of wholesale markets from which the Company will continue to be a significant
buyer. Most importantly, however, this Report demonstrates the steps APS took to meet a rapidly
growing customer load during a period of extreme volatility in wholesale power markets while
managing both risk and cost.

Because the issues that Decision No. 65796 directed Staff to evaluate are Arizona issues,
this Report focuses primarily on Arizona and Arizona law. Where applicable, however, this
report discusses regional or national issues as well to provide necessary context.? Similarly, most
of the matters raised in APS’ Financing Application hearing occurred ower the last three to four
years. To fully capture the evolution of the Electric Competition Rules, however, this Report also
addresses some developments that occurred prior to 1999.

D. Definitions and Concepts

For purposes of this Report, an understanding of certain definitions and concepts is
necessary. First, the term “affiliates” when used in this report refers, unless otherwise noted, to
those APS’ affiliates involved in the electric utility industry in Arizona. Thus, the term includes
Pinnacle West, which is the parent entity in the holding company structure; PWEC, which is the
wholesale generation affiliate; and APSES, which is a retail Electric Service Provider pursuant to
A.A.C. R14-2-1601(15).

Second, APS has interpreted the term “applicable law” broadly to refer to the specific
Commission orders discussed above, applicable federal and state antitrust laws and regulations,
Arizona laws and regulations relating to utilities and electric competition, applicable regulations
of the Federal Energy Regulatory Commission (“FERC”) and the Securities and Exchange
Commission (“SEC”), and the Federal Power Act, where applicable.

Third, the term “APS Code of Conduct” refers to the retail Code of Conduct approved in
Decision No. 62416 (April 3, 2000).

Fourth, the term “Electric Competition Rules” is defined to include R14-2-1601 to R14-
2-1617, which are the principal rules directed toward retail electric competition. APS has not for
purposes of this Report included specific discussions of the various amendments that were made
to R14-2-201, et seq., during the rulemakings, nor has it included a discussion of the

2 Given the scope identified in Decision No. 65796, this Report does not cover actions of APS and

its affiliates outside of Arizona. For example, APSES has received a certificate from the California Public
Utility Commission and has been significantly involved in direct access issues in that state. It also
provides services in California, as well as Texas, Nevada, and other states. Similarly, PWEC is
constructing a power plant in Nevada, which has certain regulatory requirements not relevant to this
Report.

3

Because the issues addressed in this Report relate to electricity regulation, the term “affiliates”
does not include SunCor Development Company, which is a Pinnacle West real estate subsidiary, or El
Dorado Investment Company, which is Pinnacle West’s venture capital subsidiary, or their respective
subsidiaries. NAC Holding Inc. is a subsidiary of El Dorado based in Atlanta, Georgia that manufactures
dry cask storage for the nuclear industry. Given the narrow business focus of NAC, it is not considered an
electric industry affiliate for purposes of this Report.
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Environmental Portfolio Standard found in Rule R14-2-1618, which is not directly related to
. retail electric competition.
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III. BACKGROUND AND CONTEXT

A. Development of the Electric Competition Rules

Many states, including Arizona, began to consider retail electric competition after the
California Public Utilities Commission published its “Blue Book™ report in 1994. The
Commission first opened an investigation on retail electric competition in 1994, and the first
phase of the investigation concluded in 1995. In early 1996, Staff requested comments from
interested parties to help develop the first set of electric competition rules.

That request br comments articulated the original Staff and Commission view of the
appropriate goals for retail electric competition. One central goal was to encourage the hoped- for
benefits of retail competition, “including increased innovation and efficiency, holding prices
down, responsiveness to customer demands, and customer choice among suppliers and
products.”” Additionally, however, the Commission’s original goals recognized that retail
electric competition should “limit potential harm to utilities and utility investors” and not
adversely affect system reliability.” Also, customers who would not or could not participate in
the competitive market were to be protected from rate increases attributable to competition.

All of the goals articulated in 1996 were focused on retail competition. Thus, the
Commission’s Staff noted that market impediments “such as the exertion of retail market power
by incumbent utilities which blunts competitive forces and high retail transaction costs for
market participants” should be avoided.® The focus was on developing a vibrant retail market
and encouraging a variety of retail market developments, including ESP contract development,
ESP interconnection arrangements, spot market development and retail rate unbundling.’

By mid-1996, the Commission issued its first proposed electric competition rules. After
numerous public meetings and volumes of written comments, rules were adopted by the
Commission in Decision No. 59943 (December 26, 1996). As originally enacted, the electric
competition rules did not contain many of the provisions that some parties have since claimed
are “cornerstones” of restructuring. For example, there was no required separation of competitive
and non-competitive electric services, no code of conduct requirement, no competitive bidding
requirement and no divestiture requirement. Under these 1996 rules, retail open access was to
begin in phases starting in 1999.

The 1996 electric competition rules were challenged by virtually all of the incumbent
electric public service corporations, including APS. The challenges included claims that it was
unlawful to amend the noncompetitive Certificates of Convenience and Necessity (“CC&Ns”) of
incumbent utilities to permit competition, that the rules constituted an impairment of contract and
were a regulatory taking of private property, that the rules violated principles of due process and
equal protection, and other procedural and substantive claims. No merchant generator or
competitive retail ESP challenged the 1996 rules, however, even though the rules did not address

¢ February 22, 1996 letter from Utilities Division Director Gary Yaquinto to interested parties.

5 Id.
é Id.
’ Id.
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the “comerstone” issues listed above. The 1996 electric competition rules remained in place until
1998, when the Commission decided to reopen them.

In mid-1998, a new set of electric competition rules was proposed and adopted on an
interim basis in Decision No. 61071 (August 10, 1998). These new rules, which were finalized
on a “permanent” basis when rehearing applications were denied on December 31, 1998, added
the mandatory divestiture requirement for the first time, but still made no mention of competitive
bidding for Standard Offer load. The rules also eliminated the Solar Portfolio Standard, which
was the predecessor of the current Environmental Portfolio Standard. The 1998 electric
competition rules lasted only six days, however, before they were stayed by the Commission
pending yet another rulemaking process.

In 1998, the Commission first focused on divestiture as a necessary component to its
vision of retail competition. Despite the objections of the utilities to this concept in general, the
debate centered on whether the divestiture should be to a third party, should be conducted
through an auction, or whether utilities should be allowed to divest to affiliates. % In late 1998, the
Executive Secretary of the Commission, with Staff acting as a party in negotiations, brokered a
settlement of these and other contentious electric competition issues involving APS and Tucson
Electric Power Company (“TEP”). Under the 1998 Settlement, APS would be permitted to retain
its generation despite the new electric competition rules—and even acquire some of TEP’s
generation—but would divest most of its high voltage transmission system to TEP. Neither
utility would have to write-off any stranded costs. The 1998 APS-TEP-Staff settlement was
appealed to the courts by the Arizona Attorney General’s Office and other intervenors before the
Commission could even hear it. After Commission hearings on the settlement were stayed, the
settlement was withdrawn.

Also in 1998, the Iegislature enacted House Bill 2663 (“H.B. 2663”) regarding retail
electric competition. This legislation confirmed the authority of the Commission to adopt various
provisions of the Retail Electric Competition rules, to the extent such confirmation was
necessary. It also included provisions to address electric competition for certain defined Public
Power Entities, primarily Salt River Project, which were not subject to the Commission’s
jurisdiction. The Legislature’s directives for electric competition involving Public Power
Entities, however, were significantly different in certain key respects from the Commission’s
Electric Competition Rules, both in 1998 and as later modified. For example, H.B. 2663 did not
require divestiture of generation by Public Power Entities nor did it address wholesale
procurement by Public Power Entities in any respect. These differences would lead to even more
difficulty in smoothly implementing the policy in Arizona.

The next rulemaking process before the Commission culminated in essentially the current
version of the Electric Competition Rules. First proposed in April 1999, these rules were adopted

8

For example, in its original comments on the rules, APS wrote that it “does not believe that
divestiture is necessary or desireable” and that mandatory divestiture was beyond the Commission’s legal
authority and should be left to the discretion of the individual utility’s management. See APS’ Response
to Staff’s Questions on Restructuring (June 28, 1996) at iv. Later, in response to Decision No. 60977
(June 22, 1998) regarding stranded cost recovery, APS again challenged the Commission’s authority to
compel divestiture. See APS’ Application for Rehearing (July 10, 1998) at 4-6.
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in Decision No. 61969 (September 29, 1999). As originally proposed, there still was no
competitive bidding requirement for Standard Offer load. In fact, the Concise Explanatory
Statement that accompanied the approved rules as required by the Arizona Administrative
Procedures Act still specifically rejects competitive bidding:

Analysis: There appears to be some confusion concerning the meaning of the term
“open market.” We do not wish to impose constraints on energy procurement that
would be associated with a competitive bid process. Consequently, we will
modify Section 1606(B) to clarify the term “open market.” Our clarification is not
substantive.’

The resolution set forth in the Concise Explanatory Statement was simply to require that
Standard Offer power be acquired, after divestiture, in “an open, fair and arm’s-length
transaction with prudent management of market risks, including management of price
fluctuations.” Ultimately, however, language on competitive bidding was added to Rule 1606(B)
during the Commission’s Open Meeting deliberations—primarily at the urging of Enron and
Commonwealth Energy, two ESPs that were involved in the rulemaking but who are no longer
conducting business in Arizona.'°

Despite the amendment to the rule during the open meeting, two aspects of Rule 1606(B)
still seemed clear with respect to competitive bidding. First, the rule was premised on the fact
that the Utility Distribution Company would not itself own any generation and would have to
acquire all of its generation supplies from the wholesale market. And, second, there was a clear
concern about risk management and protecting Standard Offer customers from significant price
volatility.

B. The 1999 APS Settlement Agreement

Also in 1999, the Commission asked APS and TEP to meet with affected customer
groups and try to negotiate new settlement agreements having more broad-based support than the
1998 settlement. APS commenced negotiations with all of its major customer groups, with the
Commission Staff participating as an observer.'! On May 14, 1999, APS and all of its major
consumer groups filed the 1999 Settlement with the Commission.

The 1999 Settlement called for numerous concessions from APS. Although in both the
Electric Competition Rules and Decision No. 60977 (June 22, 1998) (the “Generic Stranded

’ Decision No. 61969 (September 29, 1999) at App. B, pp. 27-28.
10 The addition of the competitive bidding language was done without any cost-benefit analysis or
economic impact analysis.

n Parties to those negotiations, and ultimately the settlement, included a broad cross-section of APS
customers, including the Residential Utility Consumers Office (“RUCO”), the Arizona Community
Action Association and the Arizonans for Electric Choice and Competition (“AECC”), which is a
coalition of companies and associations that support competition. Most of the members of AECC are APS
customers. Many other interested parties participated in the proceedings before the Commission on the
1999 Settlement.
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Costs Order”), the Commission had assured incumbent utilities of fit/l stranded cost recovery,
APS agreed to a $234 million write-off of prudently incurred costs and to a series of five rate
reductions for both Standard Offer and direct access customers. APS also agreed, absent
emergency circumstances, not to seek any rate increases prior to mid-2004 and to forego
recovery of any increased purchased power costs incurred until after mid-2004.

In return, Pinnacle West, but not APS, received a partial waiver of some substantive
Affiliate Interest Rules (A.A.C. R14-2-801 to -806). Both Pinnacle West and APS received
partial waivers of some non-substantive reporting requirements in these rules. Also, APS was
assured that it could divest its generation assets to a newly-created Pinnacle West subsidiary,
PWEC. This was a significant issue for APS, because it allowed APS’ generation to remain
under common corporate control post-divestiture rather than having third-parties with potentially
no ties to Arizona take over that generation. The experience of California, which required
divestiture of much of the state’s generation to third parties, bears out the wisdom of that

approach.

Significantly, the Settlement also provided that APS’ new generation affiliate would not
be subject to regulations beyond those applying to any other owner of generation in Arizona, and
could sell at market based rates to APS. In approving the Settlement, the Commission expressly
stated that it supported the transfer of all of APS’ generation to an affiliate.'? The Commission
also acknowledged in the 1999 Settlement that sales between APS and its generation affiliate at
market based rates would benefit customers, would not violate Arizona law, would not provide
APS’ affiliate with an unfair competitive advantage, and were in the public interest. 13

The 1999 Settlement was approved by the Commission in Decision No. 61973 (October
6, 1999). On November 24, 1999 an addendum to the Settlement was executed to address
changes made during the open meeting at which the Settlement was approved. Specifically,
despite assurances in Decision No. 60977 that APS would receive full recovery of the significant
costs of asset divestiture, APS agreed to give up a third of such recovery. Also, APS agreed to
implement a code of conduct that was more restrictive than required under the Electric
Competition Rules.

The 1999 Settlement was later upheld as lawful and binding on all parties and the
Commission by the Arizona Court of Appeals in actions brought both by Enron and the Arizona
Consumers Council. During the pendency of that litigation, APS wrote-off $234 million of what
the Commission had already determined to be prudently-incurred costs. APS also decreased its
rates in 1999, 2000, 2001, and 2002. This July, APS will reduce rates yet again, even though
other aspects of the 1999 Settlement were changed by the Commission. These rate reductions
will result in cumulative savings to customers of more than $400 million through June 30, 2004.
And, as will be discussed in more detail below, APS has spent literally millions of additional
dollars and thousands of man-hours to comply with the Electric Competition Rules, including the
divestiture requirement that ultimately was repealed by the Commission.

12 Decision No. 61973 at 10.

B See id. at Attachment 1, Section 4.4.
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C. The APS Code of Conduct

As required by Decision No. 61973, APS submitted an initial proposed code of conduct
on October 28, 1999. This retail code of conduct was in addition to the Company’s FERC Code
of Conduct that applies to wholesale functions involving APS and its affiliates. APS submitted a
final proposed code of conduct on January 5, 2000 after receiving and considering comments
from Staff and other interested parties. The nine implementing Policies and Procedures were
filed with the Commission on January 12, 2000.

In response to both the original filing by APS and the final proposed code of conduct
filed by APS in January 2000, Commission Staff filed an alternative proposed code of conduct
with the testimony of its expert witness, Gretchen McClain. Although APS, Staff and other
interested parties disagreed on certain issues, APS and Staff ultimately reached agreement on
modifications to the Staff proposed Code of Conduct. APS and Staff filed a Stipulation and a
Joint Proposed Code of Conduct reflecting that agreement.

In Decision No. 62416, the Commission adopted the Joint Proposed Code of Conduct
with certain modifications, clearly noting that the Code of Conduct applied “to the conduct of
APS and its competitive electric retail affiliates.”’* In that decision, the Commission concluded
as a matter of law that the Code of Conduct complied with the requirements of Rule 1616 and
Decision No. 61973. That Code of Conduct, and the associated Policies and Procedures, remain
in effect today. °

The APS Code of Conduct addressed each of the nine subjects specified in Rule R-14-2-
1616, with particular emphasis on such core issues as cross-subsidization by APS customers and
anti-competitive discrimination. The Policies and Procedures implementing the APS Code of
Conduct address the following issues:

affiliate accounting policies;
e access to information;
e compliance;

e contracting for personnel services between APS and its Competitive Retail Electric
Affiliates;

e ESP contracts and requests for service;

1 Decision No. 62416 at 5. APS’ only Competitive Electric Retail Affiliate was, and still is,
APSES. -

N For purposes of this Compliance Report, the Code of Conduct approved by the Commission in
Decision No. 62416 is referred to as the “APS Code of Conduct.” As required in Decision No. 65154,
APS filed a new proposed Code of Conduct with the Commission on November 12, 2002 (the “Proposed
Code of Conduct™). The Proposed Code of Conduct would apply to APS and its interactions with its
Competitive Electric Affiliates, which is defined in the Proposed Code of Conduct to include both APSES
and PWEC. A hearing is anticipated later this year on the Proposed Code of Conduct after Staff completes
its review of the Track B implementation.
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e joint promotion, sales, and advertising with a Competitive Retail Electric Affiliate;
e physical separation of entities;
e shared officers and directors; and

e training.

Throughout the entire process of developing the APS Code of Conduct, the focus of the
Commission, Staff, and the intervenors was on protecting refail competition and ensuring that
APS did not unduly favor APSES.!® There was no discussion of APS’ purchases of power from
the wholesale market and no merchant generators other than Enron intervened in the proceeding.
Enron’s principal comments on APS generation focused on the supply of excess generation by
APS.'7 That may have been because the parties understood that the FERC Standards of Conduct
and FERC Code of Conduct would address APS’ relationships with any affiliate that engaged in
wholesale power sales, such as PWEC.'® It also was clear throughout APS’ testimony that APS
would not be providing competitive services, including Interim Competitive Services, but that
such competitive services would “be provided only through a separate competitive affiliate.”!’

D. Implementation of the Electric Competition Rules

APS and its affiliates have worked closely with the Commission, Staff and other
stakeholders to implement the Electric Competition Rules since they were first adopted in 1996.
Implementation has taken many forms, from broad corporate restructuring to the far more
specific processes of developing computer systems and software to transfer data between the
Company and ESPs serving direct access customers. In very general terms, the implementation
efforts of APS are discussed below.

Corporate Restructuring

The foremost and, in many respects, longest lead-time issue in complying with the
Electric Competition Rules involved the corporate restructuring efforts undertaken by APS and
Pinnacle West. As a result of the Commission’s rules and decisions, APS and its affiliates have
undertaken the following corporate restructuring actions since 1999:

e The implementation of a corporate restructuring to accommodate the Electric
Competition Rules and implement direct access, including the movement of shared
corporate support services to Pinnacle West.

See Rebuttal Test. of Gretchen McClain on behalf of The Arizona Corporation Commission,

Docket Nos. Docket No. E01345A-98-0473, B01345-97-0773 &RE-00000C-94-0165 (January 18,
2000) at 5.

16

17 See the discussion of Supply of Generation below at Section IV(B).

8 See the discussion of FERC Code of Conduct below at Section IV(D)(1).

" Direct Test. of Jack E. Davis on behalf of APS, Docket Nos. E-01345A-98-0473, E-01345-97-
0773 &RE-00000C-94-0165 (January 21, 2000) at 14-15; see also APS Response to First Set of Data
Requests, Question 4 (January 14, 2000).
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e The formation of APSES, a retail ESP and energy services company, to offer
. Competitive Electric Services separately from APS.
\
|

e The formation of PWEC to receive APS’ generation assets following the
Commission-required divestiture of such generation at the end of 2002 and to
construct any generation assets needed to reliably serve customers.

o The implementation of a multi year process to result in the transfer, as required by the
Electric Competition Rules, of APS’ gereration to PWEC. This involved significant
cost and effort in preparing an application for FERC approval of the transfer;
preparing a Nuclear Regulatory Commission application for license transfer
authority; negotiations with co-owners, lenders and deed-holders; preparing permit
transfer applications; and undertaking numerous other transactional matters relating
to divestiture.

e The reshaping of APS as a “wires only” Utility Distribution Company, as then
contemplated by the Electric Competition Rules, with a focus on attempting to
provide reliable Standard Offer service solely through purchased power, and
unbundled distribution service to all retail customers within its service area.

e The formation of a power marketing organization at Pinnacle West to comply with
the structural separation requirements of the Electric Competition Rules.

e Active participation in the formation of WestConnect, to which APS would transfer
operational control of transmission.

. e The implementation of another corporate restructuring plan after the Commission
changed course on divestiture and ordered APS to retain its generation, including the
transfer of power marketing operations back to APS.

Process Standardization Working Group Participation

Since 1999, APS has taken a leading role in laying the groundwork for retail direct access
in Arizona. It has been an active participant in the Process Standardization Working Group,
which was established to streamline technical implementation of the Electric Competition Rules
by addressing matters relating to such things as billing, metering standards, data interchange,
meter reading protocols and certain policy issues. Since that group was formed, almost 150
discrete issues have been identified, most of which have been resolved through collaborative
efforts.

Internal Systems and Process Development
APS has expended significant resources to develop internal practices for retail direct

access and to acquire the necessary systems and hardware to comply with the Electric
Competition Rules. These implementation activities include:

e Active participation at every stage of each of the rulemaking proceedings,
investigative dockets, and generic dockets to consider issues relating to retail electric

. competition.
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e The creation and development of electronic systems to support direct access. This
involved an investment of more than $20 million in technology, including the
creation of a secure virtual private network, new billing software and systems, an
electronic data interchange system and associated protocols, training, and personnel
for all parties involved.

e The development of procedures and practices for generation settlement and
transmission between APS and load-serving ESPs, including the development of the
AISA protocols.

o The development of a detailed manual for ESPs and its subsequent modification
through several presentations and workshops.

e The development of Schedule 10, which has been approved by the Commission and
implements APS’ rules and regulations for direct access service, as well as an ESP
Service Acquisition Agreement to address the business relationship between APS and
ESPs offering service in APS’ distribution service area.

e Conducting internal training, including Code of Conduct training and training related
to ESP service and other rule requirements, involving all affected APS, Pinnacle West
and APSES employees.

Virtual Unbundling

Another significant undertaking for APS was to develop the “virtual” unbundling of
Standard Offer service bills that the Electric Competition Rules directed. Under those rules,
Standard Offer service was considered a ‘“Noncompetitive Service.” However, to allow
customers to compare a “bundled” Standard Offer bill from their incumbent supplier with an
offering from a competitive ESP, the Electric Competition Rules directed APS to show on its
customer billing statements a breakdown of the bill by service component—such as generation,
transmission, metering, and billing and collection costs.

This process and the reprogramming of APS’ Customer Information System, which
generates and prints the bills, has resulted in a second page being added to APS’ normal bill to
show the virtual unbundling and has required APS to increase staffing associated with its billing
processes. Each year, that second page results in about 10.8 million extra sheets of paper being
printed, stuffed into billing envelopes, and mailed to our customers.

APSES Activities

APSES is now in its fourth year of operation. It was formed along with the first
competitive ESPs in Arizona and is one of the few remaining ESPs with an active CC&N.
APSES received its CC&N in Decision No. 61669 (April 29, 1999). APSES has served direct
access customers in both California and Arizona, and has been certificated to serve customers in
Texas and Nevada. In California, APSES was the first ESP to deliver competitively-priced
electricity to retail customers in 1997. In Arizona, it was the only ESP to serve customers in the
service territories of all three major Arizona electric utilities—APS, Salt River Project and TEP.
Today, APSES continues to serve direct access customers in California, and provides energy
management services throughout the Southwest.
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E. Transmission and Wholesale Market Activities

Although most of the Electric Competition Rules are focused on retail activities, some
specifically apply to transmission or wholesale electric markets. APS has been significantly
involved in these areas and in many cases has gone beyond the minimum requirements of the
rules to adopt policies or practices that will help wholesale markets or provide transmission
access for retail suppliers. Examples are discussed below.

AISA Protocols

Rule 1609(D) directs the formation of an Arizona Independent Scheduling Administrator
(“AISA™). This organization was to help provide nondiscriminatory transmission access on an
interim basis until 2 Regional Transmission Organization (“RTO”) became functional. The AISA
was designed to calculate the Available Transmission Capability of transmission paths, develop
an Open Access Same-Time Information System (“OASIS”), implement and oversee the
nondiscriminatory application of operating protocols to ensure statewide consistency for
transmission access, provide a dispute resolution process, standardize scheduling procedures, and
implement a transmission planning process. Essentially, the AISA was the first step in moving
toward an RTO for Arizona.

APS provided much of the AISA’s initial funding and spent thousands of employee hours
to comply with the requirements in Rule 1609(D). More importantly, however, the process
resulted in innovative protocols to facilitate retail direct access.

Specifically, retail transmission rights were to be allocated on a pro rata basis until
auction and trading mechanisms were in place for these rights. This placed a significant burden
on scheduling coordinators that are serving retail direct access customers, because a pro rata
allocation on APS’ transmission system would require some generation to come across each of
APS’ four key transmission delivery paths. For example, a scheduling coordinator might have
purchased generation at Palo Verde, but would have to schedule on a pro rata basis from Four
Corners, Navajo and Mead as well as Palo Verde. To mitigate this burden and facilitate the
ability of ESPs to serve their customers, APS agreed to exchange up to 200 MW of its Palo
Verde to APS transmission capacity with scheduling coordinators serving direct access
customers in APS’ service territory. Thus, ESPs could obtain all of their generation from the
most liquid trading hub connected to APS’ system and not be forced to schedule pro rata over all

of APS’ delivery paths.
To achieve regulatory acceptance of this approach, APS worked a great deal directly with
FERC and Staff. The resulting protocols are now incorporated into APS’ FERC-approved Open
Access Transmission Tariff (“OATT”).
Desert STAR and WestConnect

Rule 1609(F) requires each Affected Utility to “make good faith efforts to develop a
regional, multi-state Independent System Operator or Regional Transmission Organization.” The
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RTO in which APS is participating pursuant to this rule, WestConnect, is based predominantly
on the market design created by Desert STAR. Desert STAR discussions began as early as 1997
with the goal of creating an independent administrator for transmission operations in the
Southwest (an Independent System Operator). APS was one of the original and most active
participants in the Desert STAR discussions and helped coordinate the overall effort. The
participants in the Southwest eventually created Desert STAR as a non-profit corporation and
selected an independent board in 1999.

In early 2001, transmission owners in the area began to analyze the potential benefit of
changing the basic framework of the organization into a for-profit entity. For a variety of
reasons, it appeared that the better course was to sunset the Desert STAR organization
completely and to create a new and innovative limited liability company structure for its
successor, WestConnect. The WestConnect process resulted in a substantially complete proposed
FERC tariff that was filed in October 2001.

The WestConnect applicants currently are APS, El Paso Electric Company, Public
Service Company of New Mexico, and TEP. The Western Area Power Administration
(“WAPA”), Salt River Project and the Southwest Transmission Cooperative are participating
transmission owners. To achieve as broad and effective a regional system as possible,
WestConnect has continued to explore having other transmission owners in Colorado, Wyoming
and southern Nevada participate. '

FERC issued an order conditionally approving WestConnect as an RTO on October 10,
2002.2° Among the specific aspects of WestConnect that were approved in that order were:

e A “license plate” pricing model, with a transition to highway-zonal in 2009;
e Physical rights congestion management model as a “day one” proposition;
e The governance structure and board selection process; and

e A revenue recovery mechanism for WAPA revenues lost as a result of the
WestConnect pricing structure

Under APS’ leadership, WestConnect is also exploring ways to accelerate a phase-in of certain
RTO functions. That effort is geared toward finding ways to implement RTO functions earlier
than the time required to create a formal organization and acquire systems and personnel for full
operations, as well as to identify functions offering significant benefits in relation to their costs.

In addition, the Seams Steering Group-Western Interconnection (“SSG-WI”) is serving as
a discussion forum for facilitating the creation of a Seamless Western Market and for proposing
resolutions to issues associated with differences in RTO practices and procedures. SSG-WI
includes the California ISO, RTO West, WestConnect, and other market participants. APS is
significantly involved in moving this group forward and offering solutions to issues raised.

20 Arizona Public Service Company, et al., 101 FERC 4 61,033 (2002).
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Western Electricity Coordinating Council

APS has been and continues to be a leader in the Western Electricity Coordinating
Council (“WECC”). The WECC was formed in April 2002 by the merger of the Western
Systems Coordinating Council (“WSCC”), the Southwest Regional Transmission Association,
and the Western Regional Transmission Association. The WECC is responsible for coordinating
and promoting electric system reliability, as had been done by the WSCC since its formation
nearly 35 years ago. In addition to promoting a reliable electric power system in the Western
Interconnection, the WECC has been important in promoting efficient competitive power
markets, assuring open and non-discriminatory transmission access among members, providing a
forum for resolving transmission access disputes, and providing a forum for coordinating the
operating and planning activities of its 145 members.

APS is actively involved in almost every committee and group within the WECC. More
than perhaps any other individual member, APS has taken a leadership role within the WECC.
APS President and Chief Executive Officer, Jack Davis, serves on the WECC Board of Directors
and is past Chairman of the WSCC. APS’ Director of Transmission Planning and Operations,
Cary Deise, is the current Chair of the Reliability Management System Reliability Compliance
Committee and the Vice Chair of the Joint Guidance Committee and of the Planning
Coordination Committee. Mr. Deise is also the former Chair of the Reliability Management
Systems Standards Development Task Force and of the Operating Practices Subcommittee. APS
employees serve on the Steering Committee of the Operating Committee, as Chair of the
Information Management Subcommittee, as sub-regional study group Chair of the Operating
Transfer Capability Policy Committee, and as Chair of the System Review Work Group within
the Planning Coordination Committee. These voluntary commitments within the WECC go far
beyond the minimum requirements expected of WECC members.

Joint Planning Efforts and Joint Use of Facilities

Joint planning, where several utilities coordinate to undertake planning or construction of
projects that would not make economic sense for an individwal company, also helps facilitate
wholesale competition. While joint planning is neither new nor unique, the extent to which APS
(as well as some other Arizona utilities) participates in joint projects and planning is significant
when compared to other regional or national areas. APS also has a long and continuing history of
joint planning and joint use of transmission and generation facilities locally, within Arizona, and
in the Western United States.

At the WECC, joint planning efforts have primarily occurred through various committees
including the Board of Trustees, the Regional Planning Committee, the Planning Coordination
Committee, the Operations Committee, the Joint Guidance Committee, the Operating Transfer
Capability Policy Group, the Technical Studies Subcommittee, the Reliability Subcommittee, the
Compliance Monitoring and Operating Practices Subcommittee, and the Remedial Action
Scheme Reliability Task Force. APS is active on many of these committees.

Regional joint planning efforts also have been undertaken through groups such as the
Western Area Transmission Systems technical studies task force, which addressed the
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Arizona/California/Nevada region. Also, the Four Corners technical studies task force addressed
the Arizona/New Mexico/Utah/Colorado region. The Southwest Regional Transmission
Association worked with utilities from West Texas, New Mexico, Arizona, Nevada, and
Southern California. More recently, the Southwest Transmission Expansion Plan group has been
established to study the Arizona/California/Nevada region’s needs, including the Palo Verde to
Devers II project. Again, APS has been an active participant in these studies.

Within Arizona, APS’ joint planning efforts have been focused in groups such as
WAPA’s Joint Planning Agreemert activities, the Central Arizona Transmission study group,
and involvement in the Commission’s Biennial Transmission Assessments. Local evaluations
involving APS have resulted in the Company working with other utilities in areas such as Yuma,
Casa Grande, Phoenix, and Douglas as well as in many other locations and with tribal utilities.

The joint planning activities discussed above have led to many significant joint
participation projects involving APS. Three power plants are jointly owned by APS and other
utilities, with the Palo Verde Nuclear Generating Station being the largest. The other jointly-
owned plants are the Four Corners Power Plant and the Navajo Generating Station. In addition,
the Yucca, Cholla, West Phoenix and Saguaro Power Plants include generation owned by non-
APS participants on site.

With respect to transmission, there are 11 extra high-voltage lines in Arizona in which
APS is a joint participant:

Navajo-Westwing 500kV
Navajo-Moenkopi 500kV
Moenkopt Yavapai 500kV
Yavapar Westwing S00kV

Palo Verde-Westwing #1 500kV
Palo Verde-Westwing #2 500kV
Palo Verde-Rudd 500kV
Hassayampa-Jojoba 500kV
Jojoba-Kyrene 500kV
Hassayampa-North Gila 500kV
Perkins-Mead 500kV

In addition to these transmission lines, there are numerous instances where facilities share
towers, poles, rights of way and easements with other utilities and districts. APS is continuing to
pursue joint projects to further develop the transmission system, including the Palo Verde-
Southeast Valley 500 kV project. '

Joint transmission planning, joint project development, and the shared use of rights of
way or facilities where appropriate has been a policy supported by both Staff and the
Commission. These joint efforts allow for a more robust and more economical bulk-power
system and for the construction of transmission projects that would be more difficult or
potentially not practical if only a single utility was involved. Joint projects also do so while
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reducing the environmental impacts of the facilities. It is a policy that APS believes appropriate
in today’s changing electricity marketplace and that APS will continue to pursue.

Interconnection Procedures and Generator Interconnections

APS has implemented interconnection procedures to make it easier for other companies
to request interconnection service. APS was one of the first five utilities in the United States to
use a pro-forma interconnection process and has adopted a standard Interconnection and
Operating Agreement and interconnection procedures that have been approved by FERC.*!
Additionally, APS has helped develop interconnection procedures for the Navajo Project, Palo
Verde, Hassayampa Switchyard and for the Mead-Phoenix Project. These procedures have
helped take the uncertainty out of interconnections to these facilities, and facilitated such
interconnections. Also, APS spent a great deal of time at FERC and with other market
participants to develop a Standardized Generator Interconnection Agreement and Procedures in
2002, which ultimately resulted in a Notice of Proposed Rulemaking (“NOPR”) on the subject in
FERC Docket No. RM02-1.

APS has been proactive in working with, rather than against, generators on
interconnection issues. For example, APS worked aggressively to site and then construct the
Panda Gila River Interconnection Project, which consisted of two 500 kV transmission lines
from Gila Bend to the Palo Verde-Kyrene 500 kV transmission line. Because the project crossed
federal land, APS completed an Environmental Assessment with the Bureau of Land
Management, and in nearly record time received a Finding of No Significant Impact from that
agency. APS also constructed the project within the timeline required for the Panda Gila River

power plant. ‘

In the case of the interconnection of Reliant’s Desert Basin Power Plant, APS
interconnected the plant and upgraded APS’ transmission system back to the Valley to
accommodate Reliant’s request for transmission capacity to reach the Valley or the Palo Verde
Switchyard. APS did this in a timely manner that facilitated Desert Basin’s schedule for
construction and start-up.

Hassayampa Switchyard and the Common Bus Concept

One accomplishment that APS believes was very important to generators interconnecting
to the Valley transmission system was the groundbreaking development of he common bus
concept at the Hassayampa Switchyard. The Hassayampa Switchyard originally was proposed as
a “satellite” switchyard to accommodate a large number of generation and transmission
interconnections that could not connect to the Palo Verde Switchyard due to lack of space.
Because Palo Verde is one of the largest market hubs in the Western United States, many
generators desired a direct interconnection of their plants, which would allow a generator to
deliver output to the market without having to pay transmission wheeling charges.

APS worked with Salt River Project and the other Palo Verde Switchyard owners to
“extend” the Palo Verde Switchyard to the Hassayampa Switchyard by creating a “common

21 Attachments M and N to APS’ OATT.
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bus.” By constructing such a “common bus,” a generator interconnecting at Hassayampa 1is, in
effect, treated as though it is interconnected at Palo Verde and therefore does not have to pay any
additional transmission wheeling to move between the Palo Verde Switchyard and the
Hassayampa Switchyard.

APS was a principal contributor in securing FERC approval of the novel “common bus”
concept. The approval of this concept was combined with an express recognition from FERC for
the innovative solution in aiding the wholesale market in the West. FERC also made it a point to
state that the concept went beyond what was envisioned in FERC Order 888:

[D]esignating the current Palo Verde Switchyard as a single point of receipt goes
beyond what the Commission envisioned in Order No. 888, yet is, nonetheless,

consistent with or superior to the pro forma tariff.... Because numerous market

participants’ generation will be interconnected to the common bus facility, this

single point ‘of interconnection...should become a major regional trading hub.

Moreover, this expansion of the common bus designation will help alleviate short-

run shortages and promote competition in the Western markets, which is
consistent with our Western Markets Order to remove obstacles to increased -
electric generation in the Western United States. >

Regional Interconnection and Reserve Sharing

Finally, APS has taken an active role in developing increased regional interconnection
and in reserve sharing. The Southwest Reserve Sharing Group (“SRSG”) allows for sharing of
contingency reserves among participants to realize more efficient and economic power system
operations while maintaining the reliability of the interconnected system. Twelve load serving
entities participate in the SRSG. APS is closely involved in the operation of SRSG and an APS
employee chairs the SRSG Operating Committee.

Recently, SRSG authorized Duke Arlington Valley to join the group and both Panda Gila
River and Mirant have applications pending. Although the original purpose of the group was to
provide for reserve sharing among traditional load serving utilities, expanding the membership to
include merchant generators could allow them to carry fewer reserves on their own. Thus, it
provides a way to “firm” some of their power sales in a more economical way, and fosters the
development of a competitive wholesale market.

F. The California and Western Energy “Crisis” and FERC Investigations

Although in 1999 the focus of electric restructuring was directed at retail direct access,
the experience of California in 2000 and 2001 abruptly placed wholesale markets at center stage.
Due to the interconnected nature of the Western United States’ electric grid, this “crisis”
extended far beyond the borders of California and is an important backdrop for considering
actions taken by APS and its affiliate, PWEC, during this period.

2 Arizona Public Service Co., et al., 96 FERC 61,156 (2001).
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The Western Energy Crisis

The West experienced unusually high electricity prices during 2000 and 2001. High
natural gas prices from the summer of 2000 through the winter of 2000-2001, in combination
with accelerated electric demand, generation failures, flawed regulation and transmission
constraints combined to create these extraordinary wholesale electric prices. To make matters
worse, from June through August 2000, California experienced one of the hottest summers in
106 years of record-keeping. Then, in November, average temperatures were unusually low.

This atypical weather helped drive load growth as temperature-sensitive customers
increased their demand. Low snow pack from the winter and lower rainfall in the summer of
2000 reduced western area hydropower output. Specifically for California, the state’s market
design, which relied on the spot market for much of its needs, and the lack of demand response
and under-scheduling of load by the major California investor-owned utilities exacerbated the
problem. Finally, the forced divestiture of generation left California utilities without any
backstop to high wholesale prices. By September 2000, the state’s three investor-owned utilities
had deferred more than $3 billion in wholesale power costs. By November 2000, the same
utilities had deferred $6 billion of wholesale power costs because they were precluded from
passing such costs through to ratepayers. By January 2001, both Southern California Edison and
PG&E were downgraded to junk status by the major credit ratings agencies and one, PG&E, was
forced into bankruptcy.

The backlash of two bad years in California began to play out politically. In early 2001,
the California legislature stepped in to authorize the California Department of Water Resources
(“CDWR?), rather than the cash+ and credit-strapped utilities, to make power purchases. By
June, CDWR had entered into about $43 billion worth of long-term energy contracts in an effort
to stabilize the energy crisis in the state. It also purchased more than $10 billion of wholesale
energy on the spot and day-ahead markets. A subsequent report by the California Auditor
General summarized the circumstances surrounding the execution of long-term contracts by
CDWR:

Forced to act quickly to restore stability to the State’s electrical power system
during the California energy crisis of 2000 and 2001, the Department of Water
Resources.. .entered into a number of long-term contracts for electricity, many
of which later proved to be unfavorable to the State.?

That same report notes that CDWR likely will be responsible for managing the portfolio of long-
term contracts for “much of the next decade.”

As another California Auditor General’s report noted, “CDWR’s capabilities were
dwarfed by the magnitude of its mission under the power purchasing programs.”* By early
2002, however, California agencies had filed complaints with FERC to void these contracts,
alleging that they were entered into at a time when power producers were manipulating the

B Bureau of State Audits, California Energy Markets, Report No. 2002-009 (April 2003).

24 Bureau of State Audits, California Energy Markets, Report No. 2001-009 (December 2001).
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market. The state continues to both renegotiate and, as part of the investigations discussed below,
litigate the long-term contracts that it entered into in 2001.

Western Markets Investigations

Investigations into the Western energy crisis are continuing at FERC. Investigations have
been initiated into the California and the Northwest markets and a West-wide probe into the
distortion in the electric and natural gas markets after the collapse and subsequent admissions of
market manipulation by Enron. These proceedings are discussed below.

Due to their load-serving obligations, particularly during the volatile markets of the time,
APS and its affiliates often purchased blocks of energy to meet load requirements and sold any
excess into Western spot markets, including those in California. On balance, APS and its
affiliates were buyers in the California markets and are owed a net of several millions of dollars
in refunds under the proposed findings of the administrative law judge in the California refund
investigations at FERC. Further, APS and its affiliates entered into contracts with other Western
entities to buy and sell energy throughout this period.

For the California markets, in San Diego Gas & Electric Company v. Sellers of Energy
and Ancillary Services Into Markets Operated by the California Independent System Operator
and California Power Exchange, Docket Nos. EL00-95-000, et al., a number of parties
purchasing energy in markets operated by the California Independent System Operator
(“CAISO”) or the California Power Exchange have asserted that the prices they paid for such
energy were unjust and unreasonable under the Federal Power Act and that refunds should be
made in connection with sales into those markets from October 2, 2000 through June 20, 2001.
APS supplied energy to these markets during this period, and has been an active participant in
the proceedings.

In orders issued on November 1, 2000, December 15, 2000, June 19, 2001, July 25, 2001
and December 19, 2001, FERC concluded that the electric market structure and market rules for
wholesale sales of energy in California were flawed and, in conjunction with an imbalance of
supply and demand, have caused unjust and unreasonable rates for short-term energy under
certain conditions. FERC ordered various modifications to the market structure and rules in
California and also established a fact-finding hearing before an administrative law judge to
calculate refunds for spot market transactions in California. '

FERC directed the administrative law judge to make findings of fact with respect to: (1)
the mitigated price in each hour of the refund period; (2) the amount of refunds owed by each
supplier according to the methodology established; and (3) the amount currently owed to each
supplier (with separate quantities due from each entity) by the CAISO, the California Power
Exchange, the investor-owned utilities, and the State of California.

APS was a seller and a purchaser in the California markets at issue in this proceeding,
and to the extent that refunds are ordered, APS should be a recipient as well as a payor of such
amounts. On December 12, 2002, Presiding Administrative Law Judge Bruce Birchman issued
Proposed Findings of Fact with respect to the refunds. The Proposed Findings of Fact include a
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“ballpark summary” of amounts owed to and amounts owing from each supplier in the CAISO
and California Power Exchange markets. Under the judge’s preliminary calculations, APS is
owed over $5 million in refunds. In March 2003, FERC issued an order accepting the great
majority of the Proposed Findings of Fact, but revised the refund calculations to allow additional
refunds based upon an adjustment in natural gas pricing. Final refund amounts will not be
established until the appropriate adjustment to the natural gas pricing is determined, an issue still
pending on rehearing at FERC.

On November 20, 2002, FERC reopened discovery in these proceedings pursuant to
instructions of the U. S. Court of Appeals for the Ninth Circuit that FERC permit parties to
adduce alditional evidence of potential market manipulation for the period January 1, 2000,
through June 20, 2001. Discovery was open until February 28, 2003, at which time parties
submitted additional evidence and proposed findings. Action on these findings is still pending at
FERC.

For the Pacific Northwest markets, in Puget Sound Energy Inc., et al., Docket No. ELQO-
10, et al., FERC ordered a preliminary evidentiary hearing to facilitate development of a factual -
record on whether there may have been unjust and unreasonable charges for spot market bilateral
sales in the Pacific Northwest for the period beginning December 25, 2000 through June 20,
2001. FERC required that the record establish the volume of the transactions, the identification
of the net sellers and net buyers, the price and terms and conditions of the sales contracts, and the
extent of potential refunds. APS supplied energy to the Pacific Northwest markets durmg this
period, and has been an active participant in these proceedings as well.

On September 24, 2001, Presiding Administrative Law Judge Carmen Cintron concluded
that prices in the Pacific Northwest during the period December 25, 2000 through June 20, 2001
were the result of a number of factors in addition to price signals from the California markets,
including the shortage of supply, excess demand, drought, and increased natural gas prices.
Under these circumstances, the Judge ultimately concluded that the prices in the Pacific
Northwest were not unreasonable or unjust and refunds should not be ordered in this proceeding.
FERC is currently reviewing the Judge’s Report and Recommendations.

On December 19, 2002, FERC opened a new discovery period, through February 28,
2003, to permit the parties to adduce additional evidence for the period January 1, 2000, through
June 21, 2001. Parties filed evidence and proposed findings for FERC’s review in conjunction
with the proposed findings of Judge Cintron. Action on these findings is still pending at FERC.

FERC also has launched an investigation of price manipulation in the western markets.
The FERC’s Staff issued a final report on the investigation in March 2003. FERC continues to
consider the Staff recommendations and review additional information gathered on this topic.

G. The Commission’s Inquiry Into the Electric Competition Rules
APS and Pinnacle West did not watch events develop in California and the Western

United States without evaluating their potential impact on Arizona. Much like the California
utilities, APS was in a potentially precarious position as electric restructuring began to be
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implemented. Specifically, APS was short of needed capacity and was not able to construct new
capacity itself due to the divestiture requirements in Rule 1615 and its retail Code of Conduct.
Also, APS was subject to a rate reduction schedule in its 1999 Settlement that restricted the
Company’s ability to pass wholesale power costs through to customers if they were to increase
significantly.

Indeed, one of the shortcomings in the 1999 Electric Competition Rules was that
incumbent utilities such as APS retained the obligation to serve customers—even those returning
from competing generation suppliers—with reliable and reasonably-priced service, but due to the
divestiture requirement were prohibited from comstructing generation to meet that obligation.
Thus, to meet APS’ growing electric load and to ensure reliability for APS Standard Offer
customers, Pinnacle West embarked upon a two-pronged effort. First, Marketing and Trading
entered into a series of arrangements (both financial and physical) to manage wholesale electric
and natural gas market price risk and reliability until such time actual generation plants could
come on-line to perform the same function in a longer-term and more stable manner. Secondly,
PWEC began and completed all the activities to construct approximately 1,700 MW of new
generation that serves APS’ customers today. %>

To obtain permanent financing for the more than $1 billion in new PWEC investment,
PWEC and Pinnacle West relied on the Commission’s assurance that PWEC would receive the
existing APS generation assets. Accordingly, Pinnacle West provided interim financing through
a series of short-term bridge loans. And, despite the later opportunity during the California
energy crisis to sell the output of the new PWEC units forward in that lucrative market, it was
held back for future use by APS customers.

Throughout this period, APS kept the Commission informed of its concerns. By autumn
2001, APS had concluded that wholesale power markets were too volatile to support
implementation of the competitive bidding and wholesale procurement plan required by Rule
1606(B). Under that rule, starting in January 2003 and following the divestiture of the APS
generation, APS would have to look to the wholesale market for all of its Standard Offer power
needs, with at least 50 percent coming through some sort of competitive bidding process. Given
the failures in the wholesale markets in 2000 and 2001, APS negotiated a proposed purchase
power agreement involving PWEC that would require PWEC to meet APS’ full requirements at
cost-based rates, and would include a more modest competitive bidding component. This
proposal would have allowed the APS generation to be divested, thus satisfying that requirement
of the Electric Competition Rules, while still providing for some competitive bidding for
wholesale supply.

Because the proposed agreement would not meet the literal requirements of Rule
1606(B), APS filed its Request for Partial Variance with the Commission on October 18, 2001.
In that filing, APS requested that the Commission approve the proposed purchase power
agreement and grant a partial variance to Rule 1606(B) to allow APS to implement the

2 This capacity figure does not include temporary generation installed in the Summer of 2001 by

PWEC at a cost of approximately $30 million.
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agreement. APS made it clear, however, that if the Commission disagreed with its application the
Company would proceed with “good faith compliance with Rule 1606(B) as written.?®

Also in late 2001, APS took note that retail competition in Arizona was not developing
due at least in part to the California energy crisis. Skyrocketing and volatile wholesale prices also
made it impractical for ESPs to compete in Arizona against fixed or declining Standard Offer
rates. And, the demise of retail competition in California and Nevada, and its delay in New
Mexico, reduced Arizona to a “stand-alone” play for ESPs in the Desert Southwest, and many
left the state or went out of business. Additionally, the Electric Competition Rules were found
unconstitutional by a trial court judge, and are still on appeal with the Arizona Court of Appeals.

In December 2001, then-Chairman Mundell filed a letter with the Commission’s docket
control requesting that parties respond to a series of questions on general issues relating to
electric restructuring in Arizona. On January 22, 2002 a generic docket on electric restructuring
was opened. On April 25, 2002, at a Special Open Meeting, the Commission stayed indefinitely
the scheduled hearing on APS’ Request for Partial Variance. Instead, it ordered that certain
issues relating to electric restructuring be addressed through the generic docket and a hearing on
a wide variety of issues was held in June 2002.

After the hearings, the Commission issued Decision No. 65154 resolving so-called
“Track A” issues. In the Track A Decision, the Commission in part ordered APS to cancel any
plans to divest generation, stayed Rule 1606(B), and ordered APS to file a modified Code of
Conduct. In the Track A decision, the Commission noted:

In retrospect, it was a good idea to delay divestiture and competitive procurement
in the APS and TEP Settlement Agreements, given what has happened in the last
two or so years, including the experience in California; the market volatility and
illiquidity; and the lack of public confidence in the transition to electric
deregulation and the ability of regulators to prevent price spikes, ensure reliable
service, and prevent bankruptcies.?’

In staying Rule 1606(B), the Commission directed that competitive solicitation
requirements be developed in a “Track B” proceeding. The Commission specifically stated in its
Track A decision that Rule 1606(B) and the divestiture requirements of Rule 1615 were
inextricably linked.?® Although the Commission completely suspended divestiture, it nonetheless
ordered APS in the Track B proceeding to competitively solicit for substantially more than the
Company’s net short capacity and energy requirements, and to include in addition economy
energy and reliability must run generation. The Track A order, however, did not address the
transitional implications to Pinnacle West and its affiliates of the Commission’s changes to the

26 See APS’ April 19, 2002 Motion for Threshold Determination, Docket No. E-00000A-02-0051, et
al,, at 3.

27 Decision No. 65154 at 22.

28 Id. at 24.
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1999 Settlement or the significant costs APS incurred in compliance with and reliance on that
Settlement.”’

29

APS appealed the Track A Decision to the Maricopa County Superior Court and Arizona Court of
Appeals. While those appeals are still pending, APS and Staff agreed to Principles of Resolution on
December 13, 2002. The Principles of Resolution narrow APS’ claims in the Track A appeals and will
provide the Commission with the opportunity to address the remaining claims in the Company’s
upcoming rate case.
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IV. COMPLIANCE WITH ISSUES RAISED
A. Electric Competition Rules

In Section III, this Report discusses from an overall perspective the Company’s and its
affiliates’ compliance with the Electric Competition Rules. This section focuses on those
compliance efforts through the principal requirements of the specific Electric Competition Rules
that apply.

Rule 1602. Rule 1602 provides that customers will be eligible for competition pursuant to
the phase-in schedule in Rule 1604, and prohibits an Affected Utility’s ESP affiliate from
providing services in any other Affected Utility’s service area until its affiliated utility has
commenced direct access. Pursuant to Rules 1602 and 1604 and Decision No. 61973, customers
in APS’ service territory were eligible for competition on July 1, 1999. Also, APS’ competitive
ESP affiliate, APSES, did not provide service in another Affected Utility’s service territory until
APS’ service territory was open for competition.

Rule 1603. This rule outlines the requirements for an ESP to obtain a competitive CC&N.
In addition to standard filing requirements, this rule directs Affected Utilities to negotiate in
good faith in developing Service Acquisition Agreements between the utility and an ESP. APS’
competitive ESP affiliate, APSES, obtained a CC&N in Decision No. 61669 (April 21, 1999) in
which the Commission determined that it had complied with the requirements of this rule. Also,
APS was the first Affected Utility to develop and have approved an ESP Service Acquisition
Agreement and negotiated its agreements with ESPs in good faith. That Service Acquisition
Agreement was used by Staff as a template for the development of agreements by other Affected
Utilities.

Rule 1604. Rule 1604 sets forth the phase-in for direct access. The initial date to
commence the phase-in would be established for each Affected Utility, but all customers were to
be eligible for direct access no later than January 1, 2001. Also, Affected Utilities were directed
to file residential phase-in programs and file quarterly reports. Utilities were also to file a report
detailing possible mechanisms to provide benefits, including rate reductions of 3 to 5 percent, for
all Standard Offer customers.

APS commenced its phase-in as of July 1, 1999, the date specified in Decision No.
61973. The initial amount of commercial and industrial load that was eligible was 653 MW. APS
filed its Residential Phase-In Program on September 15, 1998 and received Staff approval of that
program on October 19, 1998. The Company submitted a revised Residential Phase-In Program
on December 21, 1998 pursuant to Decision No. 61272, That revised program reflected changes
in the rules that increased the number of residential customers eligible for direct access. APS
filed its initial Quarterly Report with the Commission on February 15, 2000, covering October
through December 1999. This report identified all of the customer education meetings presented
by APS, bill stuffers regarding competition, and special customer mailings on retail direct access.
APS’ final report pursuant to this rule was filed on February 14, 2003 for 2002.
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Finally, the mechanism to provide benefits to Standard Offer customers was included in
the 1999 Settlement. In the 1999 Settlement, APS provided rate reductions to Standard Offer
customers totaling 7.5 percent by July 2003, rather than the 3 to 5 percent suggested in the rule.

Rule 1605. This rule requires an entity providing Competitive Services to obtain a
CC&N, and that certificated ESPs may offer services under bilateral or multilateral contracts
with retail consumers. As noted above, APSES was certificated to provide Competitive Services,
and offered such services under bilateral and multilateral contracts with retail consumers.

Rule 1606. This rule specifies services that must be made available under retail electric
competition. Rule 1606(A) requires Affected Utilities to make Standard Offer service and
Noncompetitive Services available at regulated rates. It also requires that after an Affected
Utility divests its generation, it will be required to act as the Provider of Last Resort in its service
area. Rule 1606(B) had required Utility Distribution Companies, post-divestiture, to obtain their
generation from the wholesale market through prudent arm’s-length transactions with at least 50
percent through a competitive bid. Rule 1606(C) includes requirements for Standard Offer
tariffs, while Rule 1606(D) addresses Noncompetitive Services (also called direct access) tariffs.
Other provisions of Rule 1606 require Affected Utilities to accept power and energy delivered by
an ESP to their systems for delivery to the ESP’s customers, and for the provision of consumer
data by the utility to ESPs.

Pursuant to Rule 1606(A), APS made available Standard Offer and Noncompetitive
Services at regulated rates when its service territory was opened to competition. Rule 1606(B)
was never in effect for APS, as it was stayed until January 1, 2003 by Decision No. 61973 and
subsequently indefinitely stayed by the Commission’s Track A Decision. >

As to the other requirements of Rule 1606, APS filed and the Commission accepted
Standard Offer tariffs and unbundled direct access tariffs. Standard Offer and direct access tariffs
were filed by APS on September 29, 1999 and were approved on November 10, 1999 with an
effective date of October 1, 1999. In July 2000, APS began including an additional page with
each customer’s bill to’ identify “Competitive Services” and “APS Delivery Service
Information,” showing the calculated price for each service based on the customer’s usage. This
page was intended to allow customers to compare their Standard Offer rates with potential rates
from competitive ESPs.

APS also made arrangements to accept power and energy delivered to APS’ distribution
system by other Load Serving Entities, and APS made the process for making such deliveries
more commercially reasonable for ESPs by helping to form the AISA and then adopting the
AISA protocols that allowed ESPs to supply their generation from Palo Verde rather than pro
rata across APS’ various transmission delivery points. Finally, APS provided ESPs with the

30 APS had requested a partial variance to Rule 1606(B) through a filing made in October 2001,
over a year prior to the date that the rule was supposed to take effect for APS. Although now rendered
moot by the Track A decision, APS clearly stated in that proceeding that if the Commission denied the
Company’s Request for Partial Variance, APS would implement Rule 1606(B) as written and divest its
power plants to PWEC as required by the 1999 Settlement and Rule 1615. See APS’ April 19, 2002
Motion for Threshold Determination, Docket No. E-00000A-02-0051, et al., at 3.
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consumer data as required by this rule. The ESP Service Acquisition Agreement that APS
developed was approved by Staff on August 2, 1999, and APS’ Schedule 10, Terms and
Conditions for Direct Access, was approved in Decision No. 61270 (December 2, 1998).

Rule 1607. This rule provides that Affected Utilities were to be entitled to recover all of
their stranded costs, although they were expected to mitigate or offset such costs by reducing
costs, expanding wholesale or retail markets, or offering a wider scope of permitted utility
services for profit. The rule provided that Affected Utilities would file stranded cost estimates
and, following a hearing, the Commission would approve mechanisms for stranded cost
recovery.

The Commission acknowledged in Decision No. 61973 that APS had at least $533
million net present value of stranded costs. Although the rule entitled APS to fully recover those
stranded costs, APS agreed to write down $234 million of prudently incurred costs in the 1999
Settlement. The 1999 Settlement constituted APS’ compliance with the stranded cost filing
requirement in Rule 1607. The 1999 Settlement also addressed the various mechanisms
identified in this rule.

Rule 1608. This rule provides that each utility shall file for a Systems Benefit Charge to
collect system benefits costs from all customers. APS has a system benefits charge in place
pursuant to this rule, although the EEASE fund was eliminated in Decision 59601 (April 24,
1996). Amounts collected through the System Benefits Charge are applied by APS to the
Commission’s Environmental Portfolio Standard.

Rule 1609. Rule 1609 includes a number of provisions relating to transmission and
distribution access. Rule 1609(A) and (B) require Affected Utilities to provide open access to
their transmission and distribution systems, but to retain the obligation to ensure that these
systems are adequate to serve the utility’s customers. Rule 1609(C)-(G) set forth the
Commission’s support for the formation of an RTO and the AISA, and provide requirements
relating to the formation of those entities. Rule 1609(H) addresses the use of scheduling
coordinators to aggregate customers’ schedules. Rule 1609(I) addresses cost-sharing for must-
run services and requires the AISA to develop protocols regarding must-run services. Finally,
Rule 1609(J) provides that statewide settlement practices be adopted.

APS has provided for non-discriminatory open access to its transmission and distribution
systems to allow ESPs to reach APS retail wires customers. As discussed above, APS helped
develop and implemented the AISA protocols to make such access easier for ESPs seeking to
serve APS load. APS has also provided for adequate distribution and transmission import
capability and has not had an outage or curtailment related to a lack of transmission import
capacity since the rules were adopted.

APS has been active in supporting the AISA and adopting the resulting protocols
pursuant to Rule 1609(D). APS has now focused its efforts on forming the WestConnect RTO, as
required by Rule 1609(F). Must-run protocols have been developed to ensure that must-run
services are available to ESPs if necessary. Finally, APS has developed a fair and reasonable
generation settlement process pursuant to Rule 1609(J).
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Rule 1610. This rule requires in-state reciprocity for Public Power Entities (primarily Salt
River Project and a few cities) and other non-jurisdictional electric utilities (primarily special
purpose districts). It is not directly applicable to APS.

Rule 1611. Rule 1611 discusses rates that can be charged by ESPs for Competitive
Services and the filing of contracts with the Commission’s Staff. APSES has competitive rates
on file with the Commission that were approved when its CC&N was granted.

Rule 1612. Rule 1612 includes a number of provisions relating generally to service
quality, consumer protection, safety, and billing requirements. APS complies with all of the
requirements in this rule, and has implemented practices to ensure that the rules are carried out.
For example, Rule 1612(D) provides that a residential customer shall have the right to rescind its
authorization to change providers of any service within 3 business days by providing written
notice. APS has developed its direct access systems to specifically recognize, support and track
this requirement. Additionally, APS has been very active in the Commission’s Process
Standardization Working Group, which is streamlining many of the requirements in this and
other rules.

Rule 1613. This rule sets forth various reporting requirements, information to be
contained in the reports, and a reporting schedule. APS and APSES have each submitted the
reports required by this rule. APS filed its initial semi-annual Retail Electric Competition Report
with Staff on April 17, 2000 and filed its most recent report on April 15, 2003. Also, pursuant to
Decision No. 64810, APS filed its initial report for Estimates on First and Final Bills on April 15,
2003 and will continue to file such reports semi-annually with Staff.

Rule 1614. This rule sets forth certain administrative requirements. Rule 1614(A)
provides that ESPs may file additional tariffs with the Commission. Rule 1614(B) provides that
contracts filed under the rules shall not be open b public inspection except on order of the
Commission. Rule 1614(C) provides that parties may request variations or exemptions from the
terms or requirements of any of the rules. This was the authority that supported APS’ October
2001 Request for Partial Variance to Rule 1606(B). Finally, Rule 1614(D) and (E) provide for
dispute resolution (which has never been invoked against APS) and requires Staff to implement a
customer education program, respectively.

Rule 1615. Rule 1615(A) required the separation of “all competitive generation assets
and competitive services” by January 1, 2001. Pursuant to Decision No. 61973 and the 1999
Settlement, APS was granted an extension of that deadline until January 1, 2003. Although the
rule uses the term “competitive gereration assets,” the Concise Explanatory Statement that
accompanies the rule explains that it is “clear that competitive generation includes all generation
except for Must-Run Generating Units.”! Moreover, the 1999 Settlement specifically listed the
generation that APS was required to divest, and it included all generation, including generation
that at times would be considered as Must-Run Generating Units. APS has not otherwise
31

Decision No. 61969 at 60. This also supports why it was reasonable for APS to assume that any
new generation constructed at APS after the rules were adopted would be considered a “competitive
service” even if used to supply “non-competitive” Standard Offer customers. That was clearly the
position of the Commission at the time the rules were adopted.
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provided Competitive Services after the effective date of the rule. Such services are instead
provided through APSES.

Rule 1616. This rule sets forth the requirements for a Code of Conduct between Affected
Utilities and subsidiaries that will offer Competitive Services as a competitive electric affiliate.
The rule requires such Codes of Conduct to address nine enumerated subjects. APS filed and the
Commission approved a Code of Conduct in Decision No. 62416. That decision concluded as a
matter of law that the Code of Conduct met the requirements of Rule 1616 and Decision No.
61973. :

Rule 1617. Rule 1617 addresses the disclosure of information through a consumer
information label. APS participated in the Consumer Education Working Group to formulate a
standard disclosure label which provides customers with information to assist them in choosing
an electric supplier. The label for APS is posted on the Company’s Web site, is provided to all
new customers, and is provided to existing customers upon request. Additionally, APS includes
with each customer bill a second page that reflects billing and cost information to allow
customers to compare APS’ Standard Offer service with competitive offers. The APS customer
information label is provided in the various Electric Competition Reports that APS submits
pursuant to the rules.

B. Decision No. 61973

Decision No. 61973 approved the 1999 Settlemeﬁt. Although many of the provisions in
that agreement were changed by the Commission, APS has continued to comply with its
obligations under the 1999 Settlement. That compliance is generally discussed below.

General Obligations of the Settlement

The 1999 Settlement provided for the implementation of retail direct access in APS’
service territory. Pursuant to the requirements in that agreement, APS opened its service territory
to competition, and allowed its previously exclusive CC&N to be modified to permit retail
access.

Rate matters were also addressed in the 1999 Settlement, and APS filed unbundled direct
access rates with its Commission filing of the Settlement. Those rates were revised to eflect
metering, meter reading and billing credits and were submitted with the Addendum to the
Settlement Agreement. The Commission approved the Company’s unbundled rates in Decision
No. 62035 (November 10, 1999). APS also reduced Standard Offer and direct access rates in the
amounts required by the Settlement, which, following the July 1, 2003 reduction, will result in a
7.5 percent rate reduction for residential Standard Offer customers since the Settlement was
approved. Those rate reductions will have saved APS customers more than $400 million through
June 30, 2004.

The Settlement also required APS to file and the Commission to approve adjustment
clauses to provide for full and timely recovery beginning July 1, 2004 of certain reasonable and
prudent costs in four categories—meeting Standard Offer obligations, costs associated with
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customers returning from direct access to Standard Offer service, compliance costs associated
with the Electric Competition Rules, and future Commission-approved system benefits
programs. APS timely filed its application for such adjustment clauses on May 31, 2002. APS
also agreed at the request of Staff to extend the December 31, 2002 date required in the
Settlement for the Commission to approve the adjustment clauses. APS will also, pursuant to the
Settlement, file a general rate case with prefiled testimony prior to June 30, 2003.

Additionally, the 1999 Settlement addressed stranded cost recovery. Under the
Settlement, APS agreed to write off $234 million of allowable and prudently-incurred costs. As
required, APS wrote off that amount on its accounting books.

APS also had agreed in the 1999 Settlement to not recover one-third of the costs
associated with the transfer of the APS generation to an affiliate. The Commission explained that
its rationale for reducing the amount of transfer costs that could be deferred and recovered by
APS was because “the Company is making a business decision to transfer the generation to an
affiliate instead of an unrelated third party.”?

Corporate Restructuring and Divestiture

The original Settlement provided that APS would form an affiliate to receive the APS
generation assets that were required to be divested by the Electric Competition Rules and the
Settlement. Based on comments by ntervenors, this original language was revised to make
explicit that the generation affiliate would be formed as a subsidiary of Pinnacle West, not of
APS. APSES, which is the retail ESP affiliate of APS, had already been formed as a subsidiary
of Pinnacle West. It received a CC&N from the Commission in Decision No. 61669 (April 21,
1999). PWEC was formed after the Settlement was approved as the affiliate to.receive the APS
generation assets. The decision approving the 1999 Settlement found that the formation of a
generation affiliate (PWEC) was in the public interest. The approval also affirmed that APS
would purchase from its generation affiliate at market based rates and that such purchases were
in the public interest. As discussed in more detail below, APS has purchased from PWEC and
Pinnacle West under those parties’ market based rate tariffs.

APS began implementing, almost immediately after the Settlement was approved, the
process necessary to transfer the APS generation to PWEC within the two-year extension granted
by the Commission. The generation assets that were to be transferred under Decision No. 61973
included all of APS’ generation units (other than solar and distributed generation), including
Must-Run Generation Units.>* APS filed for Nuclear Regulatory Commission approval for
license transfers and for FERC approval for the transfers. APS also initiated discussions with
other regulatory agencies, such as the Arizona Department of Environmental Quality, for the
transfer of permits. And, filings were made with the Internal Revenue Service to confirm the tax
implication of the transfers.

32 Decision No. 61973 at 10.
33 See id. at Attachment 1, § 4.1.

34 See id. at Exh. C.
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In connection with the restructuring, the Commission granted Pinnacle West certain
waivers of the Affiliated Interest Rules, A.A.C. R14-2-801, et seq. Although APS and Pinnacle
West remained subject to other requirements of the Affiliated Interest rules, Pinnacle West was
granted a wavier of Rule 801(5) and Rule 803, which address organization and reorganization of
holding companies, to the extent that a reorganization did not directly involve APS. Essentially,
this waiver allowed Pinnacle West to reorganize, form, buy or sell non-Utility Distribution
Company affiliates and acquire or divest interests in nornUtility Distribution Company affiliates,
without Commission approval. Also, Rule 805(A), which requires annual reports of
diversification activities and plans, was limited to apply only to APS. Finally, the decision
granted a waiver to APS and its affiliates from annual reporting requirements relating to five
categories of information under Rule 805(A). The Commission concluded that these waivers
were in the public interest and granted them in Decision No. 61973. In Decision No. 65796,
however, the Commission revoked waivers granted in the 1999 Settlement during the term of the
PWEC loan approved in that decision.

Other Obligations

The Settlement also provided that APS would withdraw its litigation challenging the
Electric Competition Rules and stranded cost decisions when Decision No. 61973 was final and
no longer subject to appeal. APS dismissed its appeals on January 11, 2002, after the Arizona
Supreme Court affirmed the Commission’s decision and the 1999 Settlement, holding that the
Settlement was a valid and binding obligation of the Commission.

Finally, the Settlement contained a number of miscellaneous provisions, each of which
APS has honored. The Company has continued to support funding of the Arizona Community
Action Partnership and continues its low income rates under their current terms and conditions.
Also, APS has actively supported the AISA and adopted AISA protocols. And, APS filed its
interim proposed Code of Conduct within 10 days of approval of the 1999 Settlement.

Supply of Generation

One of the requirements in the 1999 Settlement that was added in the November 24, 1999
addendum was that APS file an initial proposed Code of Conduct that would include a provision
to govern the supply of generation during the two-year extension granted for both divestiture and
compliance with Rule 1606(B) to ensure that APS did not “give itself an undue advantage over
the ESPs.”® On October 28, 1999 APS filed an initial proposed Code of Conduct which
contained the following provision:

Prior to the divestiture of APS generation pursuant to [Decision No. 61973}, APS
generation will not be sold on a discounted basis to Standard Offer customers
without the express permission of the [Commission].

Both the language approving the Settlement and the comments filed by Enron to that
proposed Code of Conduct illustrate that the issue regarding “the supply of generation” was not

35 Decision No. 61973 at 12.
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how APS would procure power from other suppliers, but rather how APS would use the
generation that it still controlled.*® For example, Enron agreed that the APS proposal restricting
discounts to Standard Offer service was appropriate. But Enron argued that the Code of Conduct
should address “how APS will dispose of excess capacity” and whether APS would “willingly
sell excess capacity in the open marketplace” or whether APS should “be required to sell excess
power to the highest bidder.”®” New West Energy, which was an ESP, filed comments
supporting the Code of Conduct as filed by APS. The Arizona Transmission Dependent Utilities
Group filed comments but did not address this issue. No other parties, apart from Staff,
commented on the proposed Code of Conduct.

Staff filed testimony opposing the Code of
Conduct filed by APS and attached to the
testimony of its expert witness its own proposed

APS’ and Staff’s Joint Proposed
Code of Conduct filed in 2000

Code of Conduct. Staff’s proposed Code of
Conduct contained the same language regarding
generation supply prior to divestiture as in APS’
original proposed Code of Conduct. After a
hearing was conducted on the matter, APS met
with Staff and reached a stipulated Code of
Conduct based on Staff’s proposed Code of
Conduct that included changes from Staff and
intervenors in the case. The two specific
recommendations from intervenors that were not
accepted, including one from Enron on the

contained a provision regarding the
supply of APS generation prior to
divestiture and the Commission
determined  that it met the
requirements of Decision No. 61973.
APS has complied with that Code of
Conduct provision and there was
never a requirement to address the
procurement of generation by APS in
the Code of Conduct.

language in the “generation supply” provision,
were clearly identified for the Commission.,

The stipulated APS Code of Conduct, including the language on generation supply that
was quoted above, was approved by the Commission in Decision No. 62416. In that decision, the
Commission concluded that the Joint Proposed Code of Conduct, as amended by the decision,
“satisfies the requirements of A.A.C. R14-2-1616 and Decision No. 61973” and approved the
Code of Conduct.

C. APS’ Code of Conduct

As explained above, the APS Code of Conduct applies to the conduct of APS and its
interaction with its Competitive Retail Electric Affiliate, APSES. Both prior to and upon final
approval of the APS Code of Conduct by the Commission, APS took significant and meaningful
steps to ensure compliance with the APS Code of Conduct and the Policies and Procedures that
implemented the APS Code of Conduct. Specifically, among other activities:

36 Comments of Enron Corp. to APS’ Proposed Code of Conduct, Docket No. E-01345A-98-0473,
et al. (December 3, 1999) at 4-5.

37 Id. at 5 (emphasis added).
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e Interim training was provided to key groups prior to the final approval of the APS Code
. of Conduct by the Commission.

e Upon approval of the APS Code of Conduct, the Pinnacle West Business Practices
Department implemented a comprehensive training program for employee groups
identified as potentially having significant customer, ESP or public contact. The
following key groups were provided training:

= Call Center

* Customer Account Management
= Customer Operations

» Division Offices

= Design Project Leaders

» Economic Development

= Energy Delivery and Sales

* Field Collections

*  Marketing
*  Qutdoor Lighting
= Siting

= Technology Development

e Key leaders and shared services employees that could have significant interface with APS
.' , and APSES employees also received training.

e Employees that did not need the more comprehensive training were provided notice of
the Commission Rules, the APS Code of Conduct and the Policies & Procedures through
intra-company articles and were invited to call the Pinnacle West Business Practices
Department with any questions.

o Sections on the APS Code of Conduct were added to existing training programs (e.g.,
Leadership Academy, Survival Skills for Leaders, and Corporate Ethics Policy) and new
training such as the on-line Doing the Right Thing course.

o APSES was physically separated from APS through a move to a different office building,
APSES employees were required to have escorted access to APS facilities, and a separate
phone switch was installed.

o Copies of the APS Code of Conduct and the Policies & Procedures were posted on the
Pinnacle West Business Practices intranet site, along with copies of the FERC Code of
Conduct and FERC Standards of Conduct.

e APS developed and implemented inter-affiliate agreements to govern transactions
between affiliates, including APS and APSES. Those agreements required compliance
with the APS Code of Conduct.
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e The Pinnacle West Audit Services Department conducted periodic audits of compliance
with sections of the APS Code of Conduct.

APS and APSES continue to comply with the APS Code of Conduct today, including the recent
implementation of additional access restrictions due to the move of certain shared services
functions back to APS.*® And no one has alleged any violation of the APS Code of Conduct by
either APS or APSES.

D. Other Applicable Law
1. FERC Requirements

Under the Federal Power Act, FERC has exclusive jurisdiction of most wholesale power
and transmission issues. Thus, most of the applicable law relating to wholesale power
procurement stems from FERC rules, decisions, or the Federal Power Act itself.

FERC Orders 888 and 2000

In April 1996, in Order No. 888, FERC found that unduly discriminatory and
anticompetitive practices existed in the electric industry, and that public utilities that own,
control or operate interstate transmission facilities had discriminated against others seeking
transmission access.>® It determined that non-discriminatory open access transmission services,
including access to transmission information, and stranded cost recovery were the most critical
components of wholesale electricity markets. FERC stated that its goal was to ensure that
customers have the benefits of competitively priced generation. Order No. 888 required all
public utilities that own, control or operate facilities used for transmitting electric energy in
interstate commerce to: (1) file open access non-discriminatory transmission tariffs containing
certain minimum, non-price terms and conditions; and (2) functionally unbundle wholesale
power services from transmission services. APS has an open access transmission tariff on file
with FERC and continues to provide non-discriminatory access to its transmission system in
accordance with the requirements of Order No. 888.

38 Consistent with the Track A Decision, APS submitted a proposed Code of Conduct to the
Commission on November 12, 2002. That proposed Code of Conduct is anticipated to be the subject of
Commission review later this year.

9 Promoting Wholesale Competition Through Open Access Non-discriminatory Transmission
Services by Public Utilities and Recovery of Stranded Costs by Public Utilities and Transmitting Utilities,
Order No. 888, 61 Fed. Reg. 21,540 (May 10, 1996), FERC Stats. & Regs. § 31,036 (1996), order on
reh’g, Order No. 888-A, 62 Fed. Reg. 12,274 (March 14, 1997), FERC Stats. & Regs. 4 31,048 (1997),
order on reh’g, Order No. 888-B, 81 FERC ¥ 61,248 (1997), order on reh’g, Order No. 888-C, 82 FERC
961,046 (1998), aff’d in relevant part, remanded in part on other grounds sub nom. Transmission Access
Policy Study Group, et al. v. FERC, 225 F.3d 667 (D.C. Cir. 2000), aff’d sub nom. New York v. FERC,
122 S. Ct. 1012 (2002).
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Order No. 2000, issued in December 1999, encouraged all transmission owners to
voluntarily place their transmission facilities in the hands of appropriate RTOs.*® Order No. 2000
demonstrates FERC’s philosophy that, in the longer term, the development of RTOs are superior
to functional unbundling in creating independence and preventing undue discrimination.
Moreover, FERC stated that there would be no need to enforce standards of conduct separating
the transmission system operations and reliability functions and wholesale merchant functions to
the extent that the RTO is independent of power marketing interests. In response to this order,
APS has been a leader in the formation of the WestConnect RTO.

As discussed above, APS was one of the filing utilities requesting a declaratory order on
the WestConnect RTO. On October 10, 2002, FERC, in response to the request for declaratory
order, approved significant portions of the WestConnect RTO proposal. WestConnect has been
developed to handle security, reservations, scheduling, transmission expansion, planning and
congestion management for the Southwest regional transmission system in response to FERC’s
Order 2000. Its independent board structure will focus on ensuring reliability, nondiscriminatory
open-access, and a robust wholesale market. The WestConnect Interim Committee, which APS
is chairing, through the Seams Steering Group-Western Interconnection, is working with others
in the West to resolve seams issues, which arise where different RTO markets interface.

Transfer of APS Generation to PWEC

As part of the restructuring envisioned by the 1999 Settlement, on July 28, 2000, APS
submitted to FERC an application for authorization under Section 203 of the Federal Power Act
to transfer all of its fossil and nuclear generation and associated FERC-jurisdictional facilities to
PWEC. The filing noted that following the divestiture of generation assets to PWEC, “APS will
become a ‘wires’ company, owning and operating transmission and distribution facilities.” On
November 24, 2000, FERC issued an order finding that the requested transfer of assets “will not
adversely affect competition” and authorized the transaction. ’

FERC Code of Conduct

A public utility and its affiliates engaged in wholesale merchant functions must abide by
FERC’s code of conduct rules for market-based rates that govern the relationship between
affiliated power marketers and the utilities that have captive ratepayers. The code of conduct
rules prohibit the sharing of any wholesale market information by the public utility with captive
ratepayers with any employees of the affiliated marketers unless that information simultaneously
is made available to norraffiliated competitors. The purpose of the code of conduct is to prevent
the transfer of benefits from the utility’s ratepayers to stockholders

In compliance with FERC’s requirements, APS initially was prohibited from transactions
with marketing affiliates and had a Standard FERC Code of Conduct that restricted its
relationship with its affiliate APSES. With the anticipated transfer of APS generation to PWEC
and the establishment of a marketing and trading arm at Pinnacle West, however, there would be

%0 Regional Transmission Organizations, Order No. 2000, 65 Fed. Reg. 809 (January 6, 2000),
FERC Stats. & Regs. 131,089 (1999), order on reh’g, Order No. 2000-A, 65 Fed. Reg. 12,088 (February
25, 2000), FERC Stats. & Regs § 31,092 (2000), petitions for review dismissed, Public Utility District No.
1 of Snohomish County, Washington v. FERC, 272 ¥.3d 607 (D.C. Cir. 2001).

39




Report to the Arizona Arizona Public Service Company
Corporation Commission June 13, 2003

a need for the Pinnacle West companies to be able to transact business with each other.

Therefore, on April 21, 2000, as part of the corporate restructuring envisioned by the 1999
Settlement, Pinnacle West filed with FERC on behalf of itself and its affiliates APS and APSES,
an application under section 205 of the Federal Power Act, seeking, among other things: (1)
authority for Pinnacle West to engage in wholesale sales of electric power at market-based rates,
including market-based rate sales to its affiliates, including APS; (2) approval of revised market-
based rate tariffs for APS and APSES to allow them to transact business with affiliates at market-
based rates; and (3) approval of a code of conduct for PWCC and proposed modifications to the
codes of conduct of APS and APSES that eliminated the provision requiring simultaneous
disclosure to the public of all market information shared between APS and its marketing
affiliates.*!

With regard to APS’ retail customers, the filing noted that a substantial portion of APS’
retail customers were already authorized to choose their generation provider and that those
customers not already authorized to make this choice would be eligible on January 1, 2001. In
2001, full retail choice became available and remains available to all retail customers in Arizona.
Although all of APS’ retail customers currently have choice, few customers have chosen to
purchase their power supplies from alternative suppliers under current market conditions,
choosing instead to remain with APS. However, it is the ability of retail customers to choose an
alternate supplier and not whether they actually do so that is the basis for finding that such
customers are protected from potential affiliate abuse

As to APS’ captive wholesale customers, the companies proposed in their 2000 filing to
protect these customers from potential affiliate abuse by capping APS’ system incremental costs
(“SIC”) component at prices set by a competitive regional market hub (i.e., the Palo Verde
Index) for customers with pricing provisions based on the SIC. Specifically, with regard to APS’
wholesale power contracts that include a pricing provision based upon APS’ system incremental
costs, the companies mitigated any concerns regarding potential harm by capping the portions of
these customers rates that include an SIC component at the lesser of: (i) the monthly rates
calculated utilizing APS’ actual hourly SIC values (the existing methodology); (ii) or the
monthly rates calculated utilizing a regional market index in lieu of the actual SIC. APS’
wholesale SIC contracts referenced in the filing terminated in 2001. Although APS still has a
coordination tariff on file at FERC that has SIC provisions, no customers currently take service
under that tariff, The companies also proposed similar protections for wholesale customers
affected by a fuel adjustment clause.

In an order issued June 20, 2000 on this filing, FERC determined that APS’ captive
customers were adequately protected from affiliate abuse.*? APS’ retail customers were protected
from potential affiliate abuse due to retail customers’ ability to choose a supplier and by the rate
reductions and limitations in effect. As for APS’ captive wholesale customers, FERC determined
that APS’ captive customers were adequately protected from affiliate abuse by Pinnacle West’s
41

A similar filing was made subsequently on behalf of PWEC. Pinnacle West Energy Corp., 92
FERC 9 61,248 (2000), reh g denied, 95 FERC § 61,301 (2001).

42 Pinnacle West Capital Corp., 91 FERC 9 61,290 (2000) (“June 20 Order”), reh’g denied, 95
FERC 9 61,300 (2001).
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proposed safeguards for APS’ customers with contracts using a SIC component and fuel
adjustment clause.* 43

FERC Standards of Conduct

In Order No. 889,44 issued concurrent with Order No. 888, FERC also imposed standards
of conduct governing communications between the utility’s transmission and wholesale power
functions, to prevent a utility from giving its power marketing arm preferential access to
transmission information. Under Order No. 889, all public utilities that own, control or operate
facilities used in the transmission of electric energy in interstate commerce were required to
create or participate in an OASIS that provides all existing and potential transmission customers
the same access to transmission information to enable them to obtain open access non-
discriminatory transmission service. The standards of conduct ensure that the public utility does
not use its unique access to information unfairly to favor its own merchant functions, or those of
its affiliates, in selling electric energy in interstate commerce. Accordingly, FERC requires that
the public utility’s employees engaged in transmission system operations must function
independently from the public utility’s employees and the employees of the affiliates who
engage in wholesale merchant functions. Under the functional unbundling requirements,
wholesale merchant function employees may not engage in transmission system operation or
reliability functions.

In Order No. 889, FERC identified the original objectives of the Standards of Conduct to
be: (1) to prohibit preferential access to information regarding transmission prices and
availability to employees of wholesale merchant functions; (2) to ensure that employees in
systems operations and reliability functions treat all customers fairly and impartially without
preferential treatment of employees in wholesale merchant functions; and (3) to provide
functional unbundling of transmission operations and wholesale merchant functions to allow
impartial operation benefiting all. However, to awid any compromise on reliability, FERC
provided exemptions for emergencies. APS and its affiliates are in full compliance with the
requirements of Order No. 889.

4 Pinnacle West Capital Corp., 91 FERC 61,290 (2000), reh’g denied, 95 FERC 9 61,300 (2001);
see also Pinnacle West Energy Corp., 92 FERC § 61,248 (2000), reh’g denied, 95 FERC 61,301 (2001).
On December 30, 2002, GenWest, LLC, a subsidiary of PWEC that owns a generating facility outside of
Las Vegas, Nevada, filed an application for market-based rates and for the same code of conduct waivers
applicable to Pinnacle West, APS, PWEC and APSES. FERC staff requested GenWest to address

whether the earlier code of conduct waivers were still warranted, and on April 10, 2003, GenWest filed an
amended application addressing those issues. In a letter order issued June 6, 2003, in Docket No. ER03-
352, FERC accepted for filing GenWest’s market-based rates and the requested modified code of conduct.

4 Open Access Same-Time Information System and Standards of Conduct, Order No. 889, FERC

Stats. & Regs. 431,035 (1996); order on reh’g, Order No. 889-A, FERC Stats. & Regs. 31,049 (1997);
order on reh’g, Order No. 889-B, FERC Stats. & Regs. 431,253 (1997); order on reh’g, Order No. 889-
C, 82 FERC 61,046 (1998).
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FERC Supply Margin Assessment (“SMA”) Test

Traditionally, FERC allows power sales at market-based rates if the seller and its
affiliates do not have, or have adequately mitigated, market power in generation and
transmission and cannot erect other barriers to entry. FERC also considers whether there is a
basis for concern that the grant of market rate authority will result in a reduced ability for
regulators to monitor affiliate dealings to assure that there is no abuse. FERC has granted
market-based rate authority to APS, Pinnacle West, PWEC and APSES based on such
determinations.

In the SMA Order,” FERC outlined a new methodology to be used by applicants
requesting market-based rate authority under Section 205 of the Federal Power Act. FERC also
noted in the SMA Order that the SMA test is an interim method to be used until FERC adopts a
new long-term methodology. '

In non-ISO/RTO markets, the SMA test identifies whether the applicant is a pivotal
supplier needed to meet peak load in the control area. Specifically, applicants are instructed to
compare the applicant’s generation capacity in the market to the difference between “Available
Supply” and peak demand in the market (termed the “Supply Margin”). Available Supply
includes all of the generating capacity located in the market, plus uncommitted capacity that can
reach the market using available inbound transmission capacity, as measured by the Total
Transfer Capability (“TTC”) value. This capacity is then compared to peak load in the control
area. If peak load can be met without the applicant’s or its affiliates’ capacity, then the applicant
is not a pivotal supplier and the SMA test is passed. In markets where the applicant does not pass
the SMA screen, FERC may condition or deny market-based rate authority.

Pinnacle West and its affiliates completed and recently submitted to FERC an analysis of
the SMA test as applied to the control areas in which they own generation (APS, SRP and, in
2004, the Nevada Power control areas).*® As described more fully below, the SMA test is easily
passed in all markets. The results of the study showed there are no generation market power or
other competitive concerns regarding continuing Pinnacle West’s or its affiliate’s market-based
rate authority.

In the APS control area, both PWEC and APS own generating facilities physically
located inside and outside of the APS control area. For purposes of the SMA test, all of the
generation owned by these companies in the APS control area was included. The results show

# AEP Power Marketing, Inc., AEP Service Corporation, CSW Power Marketing, Inc., and Central
and South West Services, Inc.; Entergy Services, Inc.; Southern Company Energy Marketing L.P., Order
on Triennial Market Power Updates and Announcing New, Interim Generation Market Power Screen and
Mitigation Policy, 97 FERC 61,219 (2001) (“SMA Order”).

4 Triennial SMA filing in FERC Docket Nos. ER99-4124-001, ER00-2268-003, ER00-3312-002
and ER99-4122,004, submitted April 10, 2003. A similar SMA screen was submitted earlier by GenWest,
LLC, a PWEC subsidiary, for its Silverhawk facility, which is located outside of Las Vegas. That filing
was made in connection with GenWest’s application to sell at market rates. See FERC Docket No. ER03-
352-000. As noted, GenWest’s application for market-based rates, based on the SMA analysis of all of the
Pinnacle West companies, was accepted on June 6, 2003.
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that the amount of generation owned by these companies is much less than the Supply Margin
for the APS control area, and therefore the SMA test is easily passed.

In the Salt River Project control area, both APS and PWEC own capacity. Once again,
the analysis shows that the Supply Margin is greater than the capacity of APS and PWEC and the
SMA test is passed. That is, APS and PWEC are not pivotal suppliers under the SMA test.

In the Nevada Power control area, the analysis was performed using a conservative
estimate of the total capacity expected to be on-line during the summer 2004. As noted above,
the SMA test also includes uncommitted generation outside of the control area, limited to the
minimum of either the uncommitted generation or the TTC into the market. The Supply Margin
is the difference between Available Supply and peak load. Because PWEC’s capacity in this
market consists only of only one facility (Silverhawk, owned by PWEC’s subsidiary GenWest,
LLC), the results of the analysis show that the Supply Margin is greater than the capacity of
PWEC and the SMA test is passed.

Although the SMA test is intended to address generation market power, FERC also has
expressed concern that an applicant might have transmission market power or be able to erect
barriers to entry of new generation as a result of control over sites and fuels delivery systems.
FERC typically has accepted an approved open access transmission tariff as demonstrating the
requisite absence or mitigation of transmission market power. As additional support for its SMA
filing, Pinnacle West and its affiliates provided information showing that they lack transmission
market power as well. For example, APS, which owns transmission assets, has an open access
transmission tariff on file with FERC. Further, APS is one of the filing utilities in support of the
WestConnect RTO. Pinnacle West and its affiliates also provided information regarding
substantial new entry in the relevant markets and surrounding control areas.

2. Corporate Governance Requirements

In evaluating compliance, the Commission must also consider the obligations of Pinnacle
West and its subsidiaries, including APS, and their directors, officers, and employees to operate
according to corporate governance standards established by state and federal law. Recently
adopted statutory and regulatory requirements, most importantly the Sarbanes-Oxley Act of 2002
(“Sarbanes-Oxley”), have re-emphasized the significance of corporate governance and impose
stringent requirements on “public” companies (i.e., companies that are required to file periodic
reports and financial information with the SEC), such as Pinnacle West and APS, as well as their
directors, officers, and employees. These requirements are in addition to those imposed by
Arizona law. A common theme lies at the heart of each of these corporate governance
requirements—every corporation must establish appropriate processes to effectively collect and
publicly disclose material information to the corporation’s investors or potential investors.
Failure to do so can result in significant civil and criminal penalties.

Sarbanes-Oxley Requirements

Sarbanes-Oxley, enacted as a response to the failure of certain corporate executives to
effectively police company activities, requires corporate executives to be fully informed about
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the financial and operational condition of their corporations. The following summarizes several
requirements of Sarbanes-Oxley. *’

Certification of Financial Statements and Disclosure Controls and Procedures. Section
906 of Sarbanes-Oxley requires the CEO and CFO of APS and Pinnacle West to certify in every
SEC periodic report containing financial statements that the filing fully complies with SEC
requirements and that the information contained in the filing fairly presents, in all material
respects, the financial results and operations of APS and Pinnacle West, respectively. A violation
of Section 906 can result in a civil penalty of up to $5,000,000 and a prison term of up to 20
years. The CEO and the CFO depend on a free flow of information from APS, Pinnacle West,
APSES, and Pinnacle West Energy to ensure the required levels of public disclosure necessary
for the CEO and CFO to make the certifications.

Section 302 of Sarbanes-Oxley further requires the CEO and CFO of APS and Pinnacle
West to certify in quarterly and annual SEC filings that (a) they have reviewed the filing; (b) to
their knowledge, the filing does not contain any untrue statement or omission of material fact; (c)
to their knowledge, the financial statements fairly present the company’s financial condition and
results; and (d) they have established and maintain appropriate “disclosure controls and
procedures” (defined below) to ensure that material information relating to each company has
been gathered and publicly disclosed. The CEO and CFO of APS and Pinnacle West must also
include a separate report in each quarterly and annual SEC filing detailing their conclusions

4 Sarbanes-Oxley imposes numerous additional responsibilities on public companies and their

directors, officers, and employees. Since the July 30, 2002 effective date of Sarbanes-Oxley, Pinnacle
West has completed numerous corporate governance initiatives, many well in advance of the compliance
deadlines. These corporate governance initiatives, many of which formalized existing practices, include
(a) the successful completion of the SEC’s full review of Pinnacle West/APS SEC filings; (b) the
adoption of Director Independence Standards; (c) formalization of periodic meetings of non-management
directors; (d) the designation of a ‘“Presiding Director” through whom interested parties may
communicate with the non-management directors; (e) the establishment of a Corporate Governance
Committee composed entirely of independent directors; (f) the adoption of anew Human Resources
Committee Charter giving the committee additional authority and responsibility, consistent with New
York Stock Exchange rule proposals; (g) the adoption of Corporate Governance Guidelines; (h) the
determination of an “audit committee fnancial expert”; (i) the approval of a new Audit Committee
Charter giving the committee additional authority and responsibility, consistent with Sarbanes-Oxley and
New York Stock Exchange rule proposals; (j) implementation of Sarbanes-Oxley requirements that the
Audit Committee retain and approve the compensation of the outside auditor and pre-approve the outside
auditor’s services; (k) implementation of a two-day “Section 16” insider trading reporting process,
consistent with Sarbanes-Oxley; (1) early volhntary disclosure of off-balance sheet transactions in SEC
filings; (m) early voluntary disclosure of “critical accounting policies” in SEC filings; (n) early voluntary
compliance with new SEC rules regarding disclosure of pro forma financial information; and (o)
expanded website disclosure (www.pinnaclewest.com), including (i) Section 16 Reports, (i1) SEC filings
(ie., Form 10-Qs, Form 10-Ks, and Form 8Ks), (iii) charters of Audit Committee, Human Resources
Committee, Corporate Governance Committee, and Operating and Finance Committee, and (iv) Pinnacle
West’s Corporate Governance Guidelines. Many of these corporate governance initiatives are discussed
in detail in Pinnacle West’s 2003 proxy statement, which is also available on its website. Based on a
variety of corporate governance factors, as of June 11, 2003, Institutional Shareholder Services (“ISS™)
has assigned Pinnacle West a “Corporate Governance Quotient” that places Pinnacle West in the top
quarter of all companies in the ISS utilities group.
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about the effectiveness of each corporation’s disclosure controls and procedures, which are
defined as follows:

[T]he term “disclosure controls and procedures” means controls and other
procedures of an issuer that are designed to ensure that information
required to be disclosed by the issuer in the reports that it files or submits
under the Exchange Act is recorded, processed, summarized and reported,
within the time periods specified in the Commission's rules and forms.
Disclosure controls and procedures include, without limitation, controls
and procedures designed to ensure that information required to be disclosed
by an issuer in the reports that it files or submits under the Exchange Act is
accumulated and communicated to the issuer's management, including its
principal executive officer or officers and principal financial officer or
officers, or persons performing similar functions, as appropriate to allow
timely decisions regarding required disclosure.*®

Code of Ethics. Section 406 of Sarbanes-Oxley requires APS and Pinnacle West to
disclose whether they have a Code of Ethics applicable to the CEO, CFO, and principal
accounting officer. Item 406 of SEC Regulation S-K, which implements Section 406 of
Sarbanes-Oxley, requires that a qualifying Code of Ethics must be reasonably designed to deter
wrongdoing and to promote:

e honest and ethical conduct, including the ethical handling of actual or apparent conflicts
of interest between personal and professional relationships;

e full, fair, accurate, timely and understandable disclosure in reports and documents that
comply with SEC requirements;

e compliance with applicable governmental laws, rules and regulations;

e prompt internal reporting to an appropriate person identified in the code of violations of
the code; and

e accountability of adherence to the code.*’

Section 406 not only governs the conduct of the executives, but, as mentioned with
respect to Sections 302 and 906 above, it requires adequate information so that the CEO, CFO,
and others can ensure proper SEC disclosures. Section 406 references the necessity of prompt

48 Rule 13a-14(c), Securities Exchange Act of 1934, as amended (the “Exchange Act”) (emphasis
added). Like many other public companies, APS and Pinnacle West have established a “Disclosure
Review Committee” to promote effective disclosure controls and procedures. The Disclosure Review
Committee consists of executive officers, accountants, auditors, and internal and external legal counsel
and provides reports to the Audit Committee regarding, among other things, APS’ and Pinnacle West’s
disclosure controls and procedures.

49 Item 406(b) of Regulation S-K.
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internal reporting of code violations, which further underscores the critical role of “disclosure
controls and procedures.” APS and Pinnacle West have implemented a Code of Ethics.”°

Reporting of “Material Violations.” Section 307 of Sarbanes-Oxley is an example of
another legal requirement that mandates communications essential for effective corporate
governance. Section 307 requires attorneys “practicing before the SEC” (for example, attorneys
preparing APS’ and Pinnacle West’s SEC filings) who become aware of (a) evidence of a
material violation of federal or state securities laws; (b) a breach of a fiduciary duty; a (c) a
violation of similar laws, to report such breaches or violations to the company’s Chief Legal
Officer (or the CEO, if there is no Chief Legal Officer), the board of directors, or a special board
committee. This reporting obligation of the attorney is often called “up the ladder” reporting
because the attorney has an obligation to report the breach or violation up the ladder until the
issue is responded to or resolved.

Arizona Law

Arizona law also imposes additional corporate governance requirements on APS’ and
Pinnacle West’s officers and directors.”’ APS’ and Pinnacle West’s officers have a statutory

50 The Ethics Policy and Standards of Business Practice (the “Code of Ethics”) of Pinnacle West
and its subsidiaries are detailed in a document entitled “Doing The Right Thing.” The Code of Ethics
covers all Pinnacle West, APS, PWEC and APSES employees, including each CEO, CFO, and principal
accounting officer. The Code of Ethics, when combined with the disclosure controls and procedures
discussed above, complies in all respects with Item 406(b) of Regulation S-K. Each employee is required
to report Code of Ethics violations or suspected violations to the employee’s immediate leader or to a
hotline. The New York Stock Exchange has also proposed rule amendments that would require listed
companies, like Pinnacle West, to have a Code of Business Conduct and Ethics for directors, officers, and
employees, which must include the reporting of any illegal or unethical behavior (Proposed Listing
Standard, Item 303A.10). The New York Stock Exchange has also proposed a requirement that New York
Stock Exchange-listed companies, like Pinnacle West, must have corporate governance guidelines giving
directors direct access to management (Proposed Listing Standard, Item 303A.9).

5 Pinnacle West has established a corporate governance framework that assists the officers and

directors of Pinnacle West and its subsidiaries in fulfilling their statutory obligations, as described in this
section. Many aspects of this framework are described in footnote 47 above. With respect to officers, the
standing committees of Pinnacle West’s board of directors (described more fully in footnote 47), provide
guidance to, and assess the performance of, officers and employees. The Human Resources Committee is
responsible for identifying qualified individuals to serve as officers and reviewing the officers’
performance. Similarly, the Audit Committee is responsible for the oversight of Pinnacle West’s internal
audit function and management’s relationship with the independent auditor. The officers of Pinnacle West
and its subsidiaries participate in quarterly leadership meetings, which include 200-250 leaders from
throughout the organization. In addition to the operational issues addressed at these meetings, topics have
included leadership principles; corporate values, including those embodied in the Code of Ethics;
diversity; and legal developments. These quarterly leadership meetings are in addition to the quarterly
meetings attended by all officers, the frequent officer staff meetings at which these and other issues are
discussed, and the ongoing communication among officers regarding issues relating to the effective
performance of their responsibilities. Pinnacle West also makes available to its management team,
including its officers, formal leadership training provided by third parties, such as Arizona State
University.
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obligation to discharge their duties (a) in good faith; (b) with the care an ordinary prudent person
in a like position would exercise under similar circumstances; and (¢) in a manner the officers
reasonably believe to be in the best interest of the corporation (A.R.S. § 10-842(A)). In
discharging his or her duties, an officer is entitled to rely on information, opinions, reports, or
statements, including financial statements and other financial data, if prepared or presented by (i)
one or more directors, officers or employees of the corporation whom the officer reasonably
believes are reliable and competent in the matters presented; or (i) legal counsel, public
accountants, or other persons as to matters the officer reasonably believes are within the person’s
professional or expert competence (A.R.S. § 10-842(B)). As is the case with the Sarbanes-Oxley
provisions discussed above, APS’ and Pinnacle West’s officers depend on communication from
employees to fulfill these Arizona statutory obligations.

The legal obligations of directors fall into two broad categories: a duty of care and a duty
of loyalty. The duty of care requires a director to act in good faith and on the basis of adequate
information in arriving at business decisions. This duty of care is codified in the Arizona statutes,
which place a statutory obligation on APS’ and Pinnacle West’s directors to manage the business
and affairs of Pinnacle West (A.R.S. § 10-801) and to discharge their duties (a) in good faith; (b)
with the care an ordinary prudent person in a like position would exercise under similar
circumstances; and (c) in a manner the directors reasonably believe to be in the best interests of
the corporation. (A.R.S. § 10-830(A)). Similar to officers, in discharging their duties directors
are entitled to rely on information, opinions, reports, or statements, including financial
statements and other financial data, if prepared or presented by (i) one or more officers or

“employees of the corporation whom the director reasonably believes are reliable and competent

in the matters presented; (ii) legal counsel, public accountants, or other persons as to matters the
director reasonably believes are within the person’s professional or expert competence; or (iii) a
committee of the board of which the director is not a member if the director reasonably believes
the committee merits confidence (A.R.S. § 10-830(B)).

An important corollary to the statutory standard of conduct of directors set forth in A.R.S.
§ 10-830 (A) and (B) is the business judgment rule. The presumptions afforded by the business
judgment rule are expressly recognized and preserved in the statute, which provides that a
director is presumed in all cases to have acted, failed to act, or otherwise discharged such
director’s duties in accordance with the statute (A.R.S. § 10-830(D)). Although there is no
relevant Arizona case law directly citing to any of the officer or director statutes mentioned

With respect to directors, each standing board committee operates under a detailed charter
designed to ensure that each committee member is qualified, informed and prepared to perform in
accordance with the responsibilities specified the committee charter. The recently established Corporate
Govermnance Committee not only identifies and evaluates qualified individuals to serve as directors, it is
also responsible for developing corporate governance principles (set forth in Pinnacle West’s Corporate
Governance Guidelines) to establish director qualification standards, director responsibilities, director
self-evaluation procedures, and policies and principles for CEO selection and performance review. These
Corporate Governance Guidelines, which are posted on Pinnacle West’s website, further require the board
of directors to oversee Pinnacle West’s compliance with its Code of Ethics, allow all directors full and
free access to management, and make continuing education available to directors. Pinnacle West’s board
of directors is also frequently updated on current state and federal legal developments affecting their
responsibilities.
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herein, Arizona courts have provided interpretation of the duties associated with the business
judgment rule.

APS’ and Pinnacle West’s directors are required to reasonably inform themselves in
order to gain the protections offered to them by the business judgment rule. In Resolution Trust
Corp. v. Blasdell,>* the court stated that “the business judgment rule, stated generally, ‘precludes
judicial inquiry into actions taken by a director in good faith- and in the exercise of honest
judgment 1 the legitimate and lawful furtherance of corporate purpose.”” The court further
described the business judgment rule by stating, “[t]he rule thus applies if directors act in
furtherance of a legitimate corporate purpose, in good faith, and after reasonably informing
themselves.” Further addressing this concept, the Arizona Court of Appeals stated that in order
to “invoke the rule’s protection directors have a duty to inform themselves, prior to making a
business decision, of all material information reasonably available to them. Having been so
informed, they must then act with the requisite care in the discharge of their duties.”>* The duty
imposed on directors to reasonably inform themselves requires APS’ and Pinnacle West’s
directors to maintain open lines of communication with employees, officers, and others W1th1n
Pinnacle West and its subsidiaries.

The duty of loyalty also governs the conduct of APS’ and Pinnacle West’s directors. This
duty of undivided and unqualified loyalty to the corporation for which they serve prohibits
directors from (i) using their positions to profit personally at the expense of the corporation; (i1)
usurping, for their own advantage, an opportunity that rightly belongs to the corporation; and (iii)
entering into unfair transactions or contracts with the corporation. In Phoenix Title and Trust Co.
v. Alamos Land and Irrigation Co.,> the Arizona Supreme Court stated that directors “must not
in any degree...allow their official conduct to be swayed by their private interest, unless that
interest is the interest which they have in the good of the company in common with all the other
shareholders. This principle is asserted and illustrated by judicial decisions almost without
number. This duty results from the nature of their employment, and without any stipulation to
that effect. Their private interest must yield to their official duty whenever those interests are
conflicting. They must neither exercise their trust for their own private exclusive benefit, nor for
the benefit of third persons.”® Any possible conflicts or potential breaches of this duty of loyalty
must be communicated to officers, directors and others in order to resolve the conflict and
protect the interests of the investors.

In today’s business environment, corporate governance and the state and federal laws that
apply to the conduct of the officers and directors of corporations are increasingly important. APS
and its affiliates have been aggressive in implementing not just the letter but also the spirit
embodied in Sarbanes-Oxley and other corporate governance laws. The directors and officers are

32 930 F. Supp. 417, 423 (D. Ariz. 1994).

3 Id. at 424 (emphasis added).

4 Blumenthal v. Teets, 155 Ariz. 123, 128 (Ariz. Ct. App. 1987) (emphasis added).
3 24 Ariz. 499, 507 (Ariz. 1922).

36 Id.
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acutely aware of both their duties of loyalty and of the need to be informed of the business
conduct of their company. The proactive actions undertaken by APS and its affiliates to meet all
applicable corporate governance responsibilities have been both prudent and effective.

3. Antitrust Laws

The electric industry is subject to numerous federal and state antitrust laws affecting both
the structure and behavior of industry @mpanies. Specifically, several antitrust laws apply
broadly to electric utilities in Arizona, although some are obviously limited under circumstances
where the state has adopted a policy of regulated monopoly, such as for utility distribution
service. These include:

e Section 1 of the Sherman Act, 15 U.S.C. § 1, which prohibits those contracts,
combinations and conspiracies that unreasonably restrain trade;

e Section 2 of the Sherman Act, 15 U.S.C. § 2, which proscribes monopolization and
attempts to monopolize;

e the Arizona Uniform Antitrust Act, AR.S. §§ 44-1401, et seq., which substantially
follows the proscriptions of the Sherman Act; and

o the Federal Trade Commission Act, 15 U.S.C. § 45(a), which applies to unfair and
deceptive acts and practices as well as providing authority to the Federal Trade
Commission (“FTC”) also to enforce the federal antitrust laws, other than the criminal
provisions, which are enforced solely by the U.S. Department of Justice Antitrust
Division.

The Sherman Act has long been applied to the electric industry, with respect both to
challenges concerning agreements among electric utilities,>’ and concerning .monopolization
issues, such as access to transmission lines,’® and alleged anticompetitive attempts to leverage a
utility’s position in one market into a second, unregulated, market.’® Additionally, the Clayton
Act and Robinson-Patman Act have been held to apply to the electric industry. *°

It is important to recognize that the antitrust laws are intended to protect the competitive
process. As the United States Supreme Court repeatedly has observed, the purpose of the
antitrust laws is “to protect competition, not competitors.”! Antitrust analysis thus focuses on

57 See, e.g., United States v. Rochester Gas & Electric Co., 4 F. Supp 2d 172 (W.D.N.Y. 1998);
Gaine;ville Utilities Dep 't v. Florida Power & Light Co., 573 F.2d 292 (5th Cir. 1978).

58 See, e.g., Otter Tail Power Co. v. United States, 410 U.S. 366 (1973); City of Chanute v. Kansas
Gas & Electric Co., 754 F.2d 310 (10th Cir. 1985).

> See, e.g., Yeager’'s Fuel, Inc. v. Pennsylvania Power & Light Co., 953 F. Supp. 617 (E.D. Pa.
1997).

80 " See, e.g, City of Kirkwood v. Union Electric Co., 671 F.2d 1173 (8th Cir. 1982), cert. denied, 459
U.S. 1170 (1983) (applying Robinson-Patman Act).

6l Brunswick Corp. v. Pueblo Bowl-O-Mat, Inc., 429 U.S. 477, 488 (1977).
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whether a particular corporate structure or practice enhances economic efficiency, and thereby
enhances consumer welfare.

Consequently, the antitrust laws do not condemn vertical integration, or business dealings
among corporate affiliates of vertically-integrated companies, such as electric utilities. On the
contrary, such vertical integration is considered, from an antitrust perspective, as efficiency-
enhancing and thus contributing to consumer welfare, through reduction of production and
transaction costs. As the leading antitrust law treatise concludes:

Vertical integration can produce significant cost reductions by enabling
the integrating firm to achieve two kinds of efficiencies. “Production” efficiencies
.. . and “transactional” efficiencies . . . .

In speaking of the evils of vertical integration, courts sometimes identify
the harm as “unfair” advantage” over unintegrated rivals. But in most cases the
only advantage at issue is the integrating firm’s ability to reduce its cost below
that of unintegrated firms.%?

To protect these efficiencies, which further the purpose of the antitrust laws to enhance consumer
welfare, courts have rejected antitrust challenges to vertically-integrated firms’ coordination of
activities among their affiliates, even where the result is to injure a rival firm.%®

Thus, no coordination between APS, Pinnacle West and PWEC regarding electric
industry restructuring in Arizona would violate any applicable antitrust law. For example, PWEC
presenting a business assumption regarding the anticipated transfer of APS generation to acquire
a contingent investment grade credit rating would not violate any antitrust law. To impose
restrictions on communications or coordination of activities among an electric utility’s affiliates
would simply sacrifice efficiencies, raise the costs of the incumbent utilities, and subsidize other
less efficient firms, all to the detriment of consumers and the competitive process.®* None of
APS’ actions nor those of its affiliates have violated any applicable antitrust laws and no party
has accused APS or an affiliate of such a violation. Further, antitrust issues based on
monopolization or attempt to monopolize are of no concern in this instance, because APS and its
affiliates all pass FERC’s Supply Margin Assessment screen regarding potential market power
held by electric utilities.

62 ITIA P. AREEDA & H. HOVENKAMP, ANTITRUST LAW 9 757a at 23 (2d ed. 2002).

6 See, e.g., Berkey Photo v. Eastman Kodak Co., 603 F.2d 263 (2d Cir. 1979), cert. denied, 444
U.S. 1093 (1980); Grason Electric Co. v. Sacramento Municipal Utility District, 571 F. Supp. 1504,
1528-29 (E.D. Cal. 1983).

64 For a detailed discussion of the legal and economic concerns regarding imposition of such
restrictions, see C.O. Hobbs, S.P. Mahinka and T.A. Gebhard, State Marketing Restrictions on Electric
Utilities: Analysis of the Adverse Effects on Competition from Competitive Handicapping (Edison Electric

Institute Monograph, Sept. 1997).
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V. RESPONSES TO SPECIFIC ASSERTIONS
A Formation of PWEC and Construction of Units

During the hearing on the APS Financing Application, various parties questioned the
formation of PWEC and its reasons for constructing new generation in Arizona. Those questions
appeared to give rise to some concern on the part of the Chief Administrative Law Judge and the
Commission. Yet, when the actions of APS and PWEC are reviewed in light of the history of the
energy market in Arizona and the West, as discussed above, it becomes clear that both APS and
PWEC acted consistent with Commission guidance and requirements, and took appropriate steps
to protect APS’ customers. By dedicating its capacity to APS customers, PWEC prevented APS
from falling victim to the rush into high-priced, long-term contracts that occurred in California,
Nevada and other states in the Western United States. In no small measure, it was PWEC’s and
Pinnacle West’s actions that allowed APS to weather the Western power crisis.

Rule 1615 as finally enacted required the
divestiture of all APS generation assets (as well as
other competitive services) to an unaffiliated party

PWEC was formed to implement the
Commission’s generation divestiture

or a separate corporate affiliate prior to January 1,
2001.%° In the 1999 Settlement and Decision No.
61973 approving the 1999 Settlement, the
Commission approved the transfer of APS’

requirement. In approving the 1999
Settlement, the Commission stated
that it “supported” the transfer of all
of APS’ generation to a Pinnacle

generating assets to a separate affiliate of APS
(PWEC) but extended the transfer date to the end
of 2002. In the decision approving the Settlement, . .
the Commission specifically concluded that it {)ased rates were ",1 the p .ublzc
“supports and authorizes the transfer by APS 1o an interest, would n.ot violate ’:’lr 1zona
affiliate or affiliates all of its generation...”® law, would not give the affiliate an
Further, in the Settlement the Commission also #ndue competitive advantage, and
agreed that allowing APS’ generation to be owned  would benefit customers.

by an affiliate would (1) “benefit consumers,” (2)
was “in the public interest,” and (3) “does not
violate Arizona law.” And, the Commission also acknowledged that APS would purchase energy
from that affiliate, and such purchases (1) “will benefit consumers and...not violate Arizona
law,” (2) would not provide APS’ affiliate with “an unfair competitive advantage by virtue of its
affiliation with APS,” and (3) that such transactions were “in the public interest.”’

West subsidiary, and that sales to
APS by that subsidiary at market-

Thus, in response to the Commission’s requirements, PWEC was created for the purpose
of and with the expectation that it would receive and own all of APS’ generation assets. Under
both the Electric Competition Rules and APS’ Code of Conduct, APS was not permitted to

6 A.A.C.R14-2-1615(A).
6 Decision No. 61973 at 10 (emphasis added)..

87 Id., Attachment 1 at 6-7.

51




Arizona Public Service Company
June 13, 2003

Report to the Arizona
Corporation Commission

construct new generation. 58 Moreover, because only prudent costs associated with transferring
APS generation to PWEC were recoverable, there would certainly have been a challenge to the
recovery of transfer costs associated with new generation when APS knew that it was required to
transfer all of its generation to PWEC by the end of 2002. Thus, in addition, PWEC was intended

to help ensure that APS and APS customers had access to necessary generation resources.

After its formation, and in response to
APS’ rapidly growing customer demand, PWEC
set out to construct or purchase generation in
locations designed to ensure that APS’ energy
needs would be met. By the late 1990s, there was
significant growth in demand for power both in
the region and specifically among APS
customers. Growth in the Valley was especially

Because APS’ Code of Conduct and
the Electric Competition Rules
prohibited APS from constructing
new generation after the 1999
Settlement, PWEC constructed both
temporary and long-term capacity to
benefit APS customers. In large part,

pronounced. APS’ analyses were showing that
APS would reach a generation deficit of 2200
MW by 2007 and that other utilities in the
Southwest were increasingly short of generating
capacity. Also, in 1998 and 1999, the surge in
merchant generation construction in Arizona had
yet to occur.

this new capacity spared APS from
entering into high-priced long-term
contracts like other Western utilities

during the 2000-2001 energy crisis.

The plans for PWEC’s construction of both Redhawk and West Phoenix 4 and 5 were
publicly announced and well-known to the Commission. In fact, APS identified Redhawk and
expansions at Saguaro and West Phoenix as necessary and planned resources to the Commission
during a summer preparedness hearing in early 2001.%° No merchant generator nor any other
party raised any objections to those goals as stated at the time they were announced. PWEC
commenced its construction program in response to the then existing and anticipated dramatic
capacity shortages being experienced in the state and the Western United States.”®

68

Specifically, Section X(B) of APS’ Code of Conduct prohibits APS from engaging in “Interim
Competitive Activities,” which is defined as “Competitive Services, exclusive of those set forth in Rule
1615(B), that APS may lawfully provide until December 31, 2002.” In the Financing Application, certain
parties contended that constructing new generation was not a “Competitive Service” because it would
serve non-competitive Standard Offer customers. That assertion is refuted by the Concise Explanatory
Statement that accompanied the final Electric Competition Rules, which explained that it is “clear that

- competitive generation includes all generation except for Must-Run Generating Units.” The 1999

Settlement also required the divestiture of all generating units. Having fought over the divestiture
requirements for two years, it would have been unreasonable and futile for APS to have sought
authorization to construct the PWEC generation just months after both the 1999 Settlement and the final
Electric Competition Rules were approved by the Commission.

69

APS Presentation at Commission’s Energy Workshop, February 16, 2001.

0 Additional detail regarding both the development and construction of the PWEC generation units

will be provided in the rate case filing that APS will submit to the Commission.
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Although California experienced rolling blackouts and both California and Nevada
entered into long-term contracts that they are now attempting to terminate, APS was able to
weather the storm due in large part to the efforts undertaken by PWEC. Instead of forcing APS to
look to the unstable wholesale market, PWEC undertook a multi-pronged approach to assist APS
in meeting its energy needs. First, PWEC specifically looked for opportunities to construct new
generation within APS’ well-known Metro Phoenix load pocket and subsequently announced the
construction of West Phoenix CC4 and CC5. Moreover, when it became apparent that Arizona
could experience during the summer of 2001 the shortages already being experienced in
California and Nevada, PWEC accelerated the completion of West Phoenix CC4 and located 198
MW of temporary, trailer-mounted generation at the West Phoenix and Saguaro plants to ensure
reliability for APS’ customers.’”! Finally, to ensure that APS’ needs would be met in 2002,
PWEC also accelerated the in-service date of Redhawk Units 1 and 2 from 2003/2004 to 2002.72

The all-too-recent past in California and Nevada makes reliability a continuing concemn
of APS and there are significant future challenges already on the horizon.. The competitive
wholesale market continues to be challenging, exhibiting significant volatility. Little additional
generation is planned and more plants are being cancelled or delayed, despite continued load
growth throughout the Western United States. And, financing for new power plant construction
remains largely unavailable. These facts suggest that, in the future, unexpected increases in
demand could be met with insufficient supply. Further, there is continuing uncertainty regarding
wholesale market design, credit quality concerns amongst counter-parties, and continuing
challenges to wholesale power contracts at FERC and elsewhere. In APS’ case, the relatively
poor response of merchant generators in the recently-completed Track B competitive solicitation
highlights these concerns.

B. PWEC Financing

Decision No. 65796 alleges that “PWEC made presentations to rating agencies
indicating that PWEC was under cortract to sell its output to APS under a four-year purchase
power agreement.” That decision also referred to a provision in Decision No. 61973 that APS not
“subsidize the spun-off competitive assets through an unfair financial arrangement” and appears
to suggest that this provision is implicated somehow in the PWEC financing arrangements.

The financing arrangements for the PWEC units did not violate either the letter or spirit
of the Electric Competition Rules, Decision No. 61973, the APS Code of Conduct, or any
applicable law. And, there was no misrepresentation made to the ratings agencies regarding any
arrangement between APS and PWEC regarding future power sales or regarding the

7 At the same time, APS re-commissioned two steamer units (4 and 6) at the West Phoenix Power

Plant. Without those APS steamer units, PWEC’s West Phoenix CC4, and the temporary units brought in
by PWEC, APS could have faced serious capacity shortages during the summer of 2001.

& PWEC also pursued a variety of partnerships and purchase options in order to obtain capacity to
meet Arizona’s rapidly growing demands. For example, as explained during the hearing on the Financing
Application, PWEC pursued options for joint construction with both Calpine and Reliant. In addition,
purchases from Southern California Edison and El Paso Electric of shares in existing units were
considered. As it became clear that none o those options would come to fruition, PWEC focused its
efforts on constructing generation to meet Arizona’s needs.
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requirements of the Electric Competition Rules and 1999 Settlement. Rather, these financing
activities were a logical and sensible response to the Commission’s divestiture requirements in
the Electric Competition Rules and the 1999 Settlement and were conducted in a straightforward
and professional manner.

First, the decision of how to finance the construction of the PWEC units was based on the
circumstances existing at the time the decision was made. In late 1999 and early 2000, everyone
expected that APS would be divesting all of its generation assets to PWEC as required by
Decision No. 61973 and the APS Settlement. With that assumption, and considering the
relatively short three-year time horizon over which that divestiture was supposed to occur, the
most economical and least complex and restrictive approach to financing was b issue short-
dated parent debt that would come due shortly after the anticipated divestiture was completed.
Then, once the assets were transferred, PWEC would be able to take advantage of its investment
grade credit ratings, and access the debt capital markets at a lower cost than if it had issued long-
term debt without the investment grade ratings. This subsequent debt would be of a longer
maturity, reflecting the long-lived nature of the assets being financed.

Additionally, the construction of the PWEC units, including the fact that the units were
being constructed in APS’ service territory, was very public. The Arizona Power Plant and
Transmission Line Siting Committee and the Commission approved Certificates of
Environmental Compatibility for the units in 2000. The units were discussed during APS’
summer preparedness hearings at the Commission and in conversations with the Governor. And,
the decision to issue bridge debt to finance the PWEC assets was disclosed in numerous public
filings.”? Under Arizona law, neither Pinnacle West nor PWEC were required to obtain
Commission approval to issue debt or obtain financing to construct the units.”*

The contingent credit ratings obtained by PWEC, which were investment grade ratings
contingent on PWEC actually acquiring the APS generation as promised in the 1999 Settlement,
were not inconsistent with the discussion in Decision No. 61973 regarding the financing
arrangements of the spun-off APS generation. That decision stated:

Some parties were concerned that Section 4.1 and 4.2 [of the APS Settlement]
provide in effect that the Commission will have approved in advance any

& See, e.g., Pinnacle West’s 1999 Form 10-K under GENERATION EXPANSION: “Pinnacle West
Energy’s capital expenditures will be funded with debt proceeds, and internally-generated cash and debt
proceeds from the parent company”; Pinnacle West’s 2000 Form 10-K under GENERATION
EXPANSION: “Pinnacle West Energy’s expenditures are expected to be funded through internally-
generated cash and debt ssued directly by Pinnacle West Energy, as well as capital infusions from
Pinnacle West’s internally generated cash and debt proceeds”; Pinnacle West’s 2001 Form 10-K under
GENERATION EXPANSION: “Pinnacle West Energy is currently funding its capital requirements
through capital infusions from Pinnacle West, which finances those infusions through debt financings and
internally-generated cash.”

™ ARS. § 40-301 and A.R.S. § 40-302 both apply only APS and APSES. Because the financing of
the PWEC assets did not involve APS, neither A.A.C. R14-2-804 nor any of the other Affiliated Interest
Rules nor the APS Code of Conduct were implicated by these actions.
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proposed financing arrangements associated with future transfers of “competitive
services” assets to an affiliate....We share the concerns that the non-competitive
portion of APS not subsidize the spun-off competitive assets through an unfair
financial arrangement. We want to make it clear that the Commission will closely
scrutinize the capital structure of APS at its 2004 rate case and make any
necessary adjustments.”>

The potential concern addressed in Decision No. 61973 and the financing arrangements
made by PWEC are completely different and wholly unrelated issues. In the hearings and during
the briefing of the APS Settlement, some parties had expressed concerns that the transfer of the
APS generation, which would require some division of debt and equity within APS as the APS
generation is both debt and equity financed, could affect the capital structure of APS in a manner
detrimental to customers.’$ For example, Enron noted in its post-hearing brief that debt financing
was less expensive than equity financing and is tax deductible. Thus, Enron’s concern was that
the APS generation could be transferred using a highly-leveraged structure, which would lower
the cost of capital to PWEC and “shift the higher cost of capital (equity) to the regulated
company.”’’ Thus, the decision contained the language regarding the scrutiny that would be
given in the 2004 rate case to ensure that such subsidization fom the capital structure of any
transfer did not occur.

The financing arrangements made by PWEC do not raise this concern for several reasons.
First, APS could not “subsidize” the financing of the PWEC units because APS was not
financing them at all. The debt and equity associated with the PWEC units was held at Pinnacle
West and was intended to be held at PWEC post-divestiture. Second, seeking a contingent
investment- grade credit rating based on a business assumption that the 1999 Settlement actually

~would be implemented is hardly subsidization. The Commission had already ordered APS to

divest all of its generation to PWEC. For PWEC to plan its business model on this assumption is
both rational and to have been expected. And, the Commission in the Settlement had expressly
agreed that PWEC “will be subject to regulation by the Commission, to the extent otherwise
permitted by law, to no greater manner or extent than the manner and extent of Commission
regulation imposed upon other owners or operators of generating facilities.”’® No other
generating company could have been prohibited from presenting assumptions to the rating
agencies that it was planning to receive future assets pursuant to an agreement requiring their
transfer and that the receipt of such assets should be considered when issuing the ratings for
periods following that transfer.

In preparing the rating agency presentation for PWEC’s initial credit ratings, Pinnacle
West and PWEC followed standard industry practices. This included the hiring of independent

~market consultants (PA Consulting) and independent engineers (Stone and Webster). The two

7S Decision No. 61973 at 10.
76 See Enron Post-Hearing Brief, Docket E-01345A-98-0473, et al., at 13-14 (August 5, 1999).
7 Id at 14.

78 Decision No. 61973, adopting Section 4.4 of the 1999 Settlement.
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parties were hired in August 2000 and worked for approximately six months developing market
forecasts (PA Consulting) and performing in-depth reviews ofall of the power plants.

The presentation book given to the rating agencies reflected the PA Consulting and Stone
and Webster forecasts, as well as Pinnacle West’s assumptions including:

o the transfer to PWEC of APS’ fossil generation assets in January of 2001 and APS
nuclear generation assets by the end of 2002;

e PWEC generation additions of Redhawk units 1, 2, 3, and 4 (2,026 MW total), West
Phoenix units 4 and 5 (631 MW total), and the purchase of 72 MW from Nevada Power
Company at the Harry Allen plant in Nevada;

e that, post-divestiture, PWEC generation would be dedicated to native load requirements
through a transfer pricing agreement ending in 2004 in conformance with Rule 1606(B)
or, if deemed necessary, a variance to that rule.

Given the circumstances at the time, Pinnacle West believed these all to be reasonable
assumptions. However, it is clearly the last assumption that has caused the most confusion in
Decision No. 65796.

As noted above, there was an assumption made for purposes of financial modeling that a
purchase power agreement would be used to serve APS’ needs through 2004. Under this
assumption, for 2001 and 2002 PWEC would supply that generation through a contract with
Pinnacle West Marketing and Trading, which in turn would resell the power to APS at a market
price. This period was prior to when the competitive bidding requirement in Rule 1606(B) would
become effective. For 2003 and 2004, the assumption was that PWEC would continue to sell all
of its power to Pinnacle West Marketing and Trading. Pinnacle West Marketing and Trading
would provide power to APS at market prices but up to 50 percent of APS’ power could be
supplied through the competitive bidding process in the Electric Competition Rules.””

Thus, under this model, PWEC would sell all of its power to Pinnacle West Marketing
and Trading and APS would procure all of its needs at market prices, including the possibility of
50 percent coming through competitive bidding.®® It was reasonable to assume that a significant
amount of APS’ power would be supplied by the fueldiverse fleet of generation that was being
divested by APS pursuant to the Electric Competition Rules. Also, there was no reason for APS
to believe that a contract at market prices would not have been considered an “arm’s length”
transaction. There was, however, never a representation made to the rating agencies that PWEC
actually had a signed contract with APS through 2004, or that APS would contract with PWEC
in some manner that violated the Electric Competition Rules. Neither was there any
representation made that the Commission had approved such an agreement.

7 See. e.g.,, PWEC Rating Agency Presentation (February 2001) at p. 12 (specifically referring to

the 50 percent competitive bidding requirement in the Electric Competition Rules). This presentation was
Panda-TECO Exhibit No. 23 in the proceeding on the Financing Application.

80 The full output contract between PWEC and Pinnacle West Marketing and Trading for the PWEC
generation would have remained in effect regardless of whether APS was being supplied by other parties
under the competitive bidding requirement in the Electric Competition Rules.
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Executives from Pinnacle West met with the rating agencies-to review the presentation
book. After the initial meeting, each of the rating agencies followed up with requests for various
scenarios “stress testing” the forecasts. Each of the three agencies used its own assumptions in
addition to those modeled by PA Consulting, Stone and Webster, and Pinnacle West. Had the
rating agencies felt that any of the assumptions were unrealistic, they presumably would have
modeled it differently and the financial modeling was, after all, ultimately their responsibility.
And, the rating agencies were specifically provided with copies of the Electric Competition
Rules and the 1999 Settlement.

After their analysis, contingent investment grade credit ratings were deemed appropriate
by each of the rating agencies based on credit metrics for a 20-year horizon. The agencies looked
at the minimum fixed charge coverage ratio (“FCCR”) as well as the average over that 20-year
period. They looked at the FCCRs in the base case that was presented as well as the various
stress scenarios. Even had the purchase power agreement modeled in the base case been above or
below market, because of ts relatively short term of four years, it would have had a minimal
impact in evaluating the entire 20-year horizon studied by the agencies.

Later in 2001, the electric utility industry started to experience the difficulties centered
around Enron and other merchant generating companies. The bank and debt capital markets
became extremely sensitive to any complication in a company’s credit picture. Pinnacle West’s
bankers had been kept apprised of the planned divestiture of the APS generation and the then
planned phased-in approach of first transferring the fossil units and then the nuclear units by the
end of 2002. Pinnacle West realized in the fall of 2001 that a transfer of the fossil assets might
not occur that year given the recent crisis in California. However, by this time, project financing
options were no longer available for Pinnacle West or PWEC, just as they were not for the vast
majority of the industry. The Commission initiated its inquiry into the Electric Competition
Rules in 2002 and halted the planned divestiture of the APS generation to PWEC, thus rendering
the contingent credit ratings moot.

C. APS’ Power Procurement

During the hearing on APS’ Financing Application there also appeared to be questions
raised regarding APS’ power procurement. This resulted in an assertion that the “dedication” of
the PWEC units to APS’ customers “raises the issue of possible intended noncompliance with
the Commission’s [Electric Competition Rules] and/or possible anticompetitive activity.”®! This
general gatement is not further clarified nor are any specific legal requirements referenced.
Neither allegation is correct. APS never violated, or intended to violate, Rule 1606(B). Nor has
either APS or PWEC engaged in “anticompetitive activity” in developing a business strategy
designed to protect its customers and shareholders.

No Electric Competition Rule that applied to APS prior to January 1, 2003 required any
specific action by APS regarding power procurement or limited its options, other than self-
building new generation. Under Decision No. 61973, the procurement requirements of Rule
1606(B) were delayed for two-years until the beginning of 2003 so that any procurement

8 Decision No. 65796 at 34, n.18.
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activities by APS were not restricted by that rule through the end of 2002. As discussed above,
the only interim provision relating to Rule 1606(B) addressed the supply of generation from APS
(and provided that APS would not discount generation for Standard Offer customers) not the
procurement of generation by APS. And, because APS’ rates were capped during this interim
period (and in fact through mid-2004), none of APS’ procurement activities could have harmed
APS’ captive customers because they paid the same amount to APS regardless of where APS’
power was obtained.®” All procurement of Standard Offer supplies between APS and its affiliates
occurred lawfully under FERC-approved market-based rate tariffs.

With respect to post-2002 compliance with Rule 1606(B), APS had filed its Request for
Partial Variance in October 2001 requesting a variance to that rule pursuant to Rule 1614, That
request was a lawful and expressly permitted filing based on the belief that customers would be
better off under APS’ proposal. Any suggestion
that a request for a variance believed to be in the =~ APS never stated that it would refuse
public interest shows “possible intended non to  comply with any lawful
compliance” would unlawfully gut the ability of Commission order. Thus, in the
any utility to file for any variance on any rule.  Partial Variance proceeding, APS
Regardless, in April 2002 APS made it clear that if specifically  stated that if the
the Commission denied its application the  Cymmission denied the Company’s

Comple_my woyltlﬁi Rprloceeli osv(gt)h “g004tt faith 4 hplication, APS would proceed with

compliance wi ule as written. “« . . .

Ultimately, however, the Commission good faith fzomp liance with Rule
1606(B) as written.”

concluded—as APS had argued—that the
“wholesale market is not currently workably
competitive; therefore, reliance on that market without recognizing its current uncertainty and
limitations will not result in just and reasonable rates for captive customers.”®* As a result, the
Commission itself decided that Rule 1606(B) needed to be stayed. Thus, the Commission
reached the same conclusion regarding Rule 1606(B) that APS had argued in its Request for
Partial Variance, but chose a different means of addressing that conclusion.

Also, because the Commission had already approved sales from PWEC to APS as in the
public interest in the 1999 Settlement, the dedication of the PWEC units to APS’ customers is
not evidence of “possible intended non-compliance” with the Electric Competition Rules. Under
those rules, APS was still required to provide reliable service at just and reasonable rates even
after it was required to divest its generation pursuant to Rule 1615(A). APS had significant
exposure to a dysfunctional wholesale market because its load was increasingly exceeding the
Company’s owned generation. Because APS could not itself build generation, Pinnacle West and
PWEC constructed he PWEC units to fill the gap left in the Electric Competition Rules
regarding the obligation to serve. PWEC installed expensive temporary capacity in APS’ service

82 See Pinnacle West Capital Corp., 91 FERC § 61,290 (2000), reh’g denied, 95 FERC { 61,300
(2001).

8 See APS’ April 19, 2002 Motion for Threshold Determination, Docket No. E-00000A-02-0051, et
al, at 3.

84 Decision No. 65154 at 29.
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area during the summer of 2001 to maintain reliability during an extremely challenging period in
Western United States power markets. And, PWEC (and not APS) voluntarily refrained from
selling its newly-constructed units forward into other wholesale markets at lucrative prices
because of their dedication to ensure that APS’ customer needs were met.

The construction of the PWEC units proved to be extremely advantageous for APS
customers. In California, the turmoil of two years of skyrocketing wholesale power costs forced
CDWR to buy more than $40 billion in long-term contracts to stabilize California’s exposure to
the market. The state is now trying to litigate its way out of those contracts. In Arizona, APS was
not forced to buy high-priced, long-term capacity because the PWEC units were available to
APS customers. Indeed, the results of the recently completed Track B process established that
without the PWEC “dedicated” capacity, APS would not be able to reasonably meet its summer
requirements in the next few years.

Nothing prohibited other merchant generators that constructed capacity in Arizona from
announcing that their capacity was “dedicated” to APS customers. In fact, many took the
historically undocumented position during the Track B proceeding that they wanted to serve and
had planned on serving APS load. The results of the Track B competitive procurement and the
participation of merchant generators in that proceeding demonstrate, however, that none of the
merchant generators were willing to assume the risks that PWEC and Pinnacle West assumed in
holding back their generation to benefit APS customers.

D. Other Assertions

During the hearing on the APS Financing Application and in Decision No. 65796, certain
other issues were raised. The Commission expressed concern about the possible use by Pinnacle
West or PWEC of APS generation and captive ratepayers to gain an advantage in the developing
competitive environment. The Decision also questioned why APS, rather than PWEC, applied
for an air quality permit for the PWEC West Phoenix and Saguaro plants. And, the Chief
Administrative Law Judge inquired about how the requirement in Decision No. 61973 that the
supply of generation during the two-year extension to Rule 1615 and Rule 1606(B) was
addressed in APS’ Code of Conduct to ensure that APS did not obtain any advantage over ESPs
in retail competition. The latter issue was discussed above in Section IV(B). The two former
issues are discussed below.

Pinnacle West Use of APS Generation

PWEC made no “inappropriate” use of the APS assets that either harmed customers,
violated the law, or was inconsistent with the 1999 Settlement. In fact, the 1999 Settlement
required APS to divest all of its generation to PWEC. Under that requirement, the generation
would become subject only to FERC regulation and, to the extent applicable, the Commission’s
Affiliated Interest Rules. The 1999 Settlement also contained a specific acknowledgement that
the generation affiliate formed under Pinnacle West to receive the APS generation would be
subject to no more regulation by the Commission than other non-utility owners of generation. 85

8 1999 Settlement at § 4.4.
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Given the contractual commitment obtained by
APS authorizing the transfer of generation to PWEC, it
was entirely appropriate for PWEC to develop a
business plan that assumed it would acquire the APS
generation assets. There is no Commission regulation
or any state or federal law that would prohibit PWEC
from making such an assumption, or taking action
based on that contractual commitment. Thus, it was
appropriate for PWEC to ask the credit rating agencies
who were evaluating PWEC post-divestiture to look at

There is no  Commission
regulation or order, or any state
or federal law, that would prohibit
PWEC from assuming that it
would receive the APS generation
as required by the 1999
Settlement. In fact, that was the
only logical assumption that
could PWEC could have made in

how the APS generation would affect its credit rating,
and obtain a more favorable rating based on PWEC
obtaining such generation that would otherwise be
available for the PWEC units on a standalone basis.

developing and presenting its
business plan.

Likewise, the regulatory body with jurisdiction over wholesale sales has concluded that
APS’ captive customers were protected and authorized Pinnacle West and its affiliates to sell to
each other at market-based rates. Section 4.4 of the 1999 Settlement included specific
Commission findings that such sales would benefit consumers, did not violate Arizona law,
would not provide APS’ generation affiliate with an unfair competitive advantage, and were in
the public interest. Moreover, APS’ retail rates cannot be increased prior to mid-2004 so there is
no way for APS to recover more or less from customers regardless of what actions it takes with
Pinnacle West or PWEC prior to that time. Thus, neither PWEC nor Pinnacle West could or have
used APS generation in any way to adversely affect captive customers or unfairly compete in the
developing wholesale market.

Air Quality Permits

Under the Maricopa and Pinal County air regulatory programs, no person may commence
construction or operation of a source of air emissions until the person has obtained any required
air permit.®® A “source” is defined as any “building, structure, facility or installation” that causes
or contributes to air pollution. 8 In turn, a “building, structure, facility or installation” is defined
as all of the pollutant-emitting activities which (1) belong to the same industrial grouping; (2) are
located on one or more contiguous or adjacent properties; and (3) are under common control.®®
Thus, under applicable law, one permit is required for each source.

The United States Environmental Protection Agency (“EPA”) has issued a number of
interpretive letters and guidance documents addressing when facilities located on contiguous or

86 See Maricopa County Environmental Services Department (“MCESD”) Rule 200 § 302; Pinal
County Air Quality Control District (“PCAQCD”) Rule § 3-1-040.A.

8 See MCESD Rule 100 § 200.99; PCAQCD Rule § 1-3-140.123.

88 See MCESD Rule 100 § 200.26; PCAQCD Rule § 1-3-140.21.
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adjacent property constitute one source for air permitting purposes.®® In these documents, EPA
has expressly stated that common control is established through common ownership, meaning a

common parent company. "

At both the West Phoenix and Saguaro
Power Plants, PWEC constructed facilities at EPA regulations required APS to
locations where APS owned existing generation.  apply for the air permits for PWEC’s
Because APS and PWEC are under common  West Phoenix and Saguaro plant
control—they are both owned by Pinnacle expansions. PWEC paid APS for all

.West—‘and the‘ facilities belong to the Same  ooor6 associated with these permit
industrial grouping and are located on adjacent

properties, the APS and PWEC units at each site
constitute one “source” under applicable law.
The air quality regulatory requirements relating to the APS and PWEC units are required to be
included in one air permit. Because APS was, and still is, the operator of the facilities, and
already held the permit for the West Phoenix and Saguaro Power Plants, APS was required to
apply for the amended air permit to add the PWEC units. PWEC, however, paid all costs
associated with obtaining the amended air permits at both plants.

applications.

An analogous situation exists at the Cholla Power Plant. At that plant, APS both applied
for and holds the air permit for all four units, even though Unit 4 is owned entirely by
PacifiCorp. In that situation, “common control” exists due to the contractual relationship
between APS and Pacificorp, which delegates to APS the authority to operate the plant.

89 See, e.g., Nov. 27, 1996 letter to Jennifer Schlosstein, Simpson Paper Company, from Matt

Haber, EPA Region IX; Nov. 2, 1995 letter to Terry Harris, Knox County Department of Air Pollution
Control, from Jewell Harper, EPA Region IV; July 20, 1995 letter to Ron Methier, Georgia Department
of Natural Resources, from Jewell Harper, EPA Region IV; Sept. 18, 1995 letter to Peter Hamlin, Iowa
Department of Natural Resources, from William Spratlin, EPA Region VIIL

9 See, e.g., Feb. 20, 1998 letter to James A. Joy, South Carolina Dept. of Health and Envtl. Control,
from R. Douglas Neely, EPA, Air and Radiation Technology Branch.
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VI. CONCLUSION

This Report shows how the industry and electric competition in Arizona has evolved
from the first Electric Competition Rules in 1996, through the adoption of the current Electric
Competition Rules in 1999 and the 1999 Settlement, to today’s debate about wholesale
competition rather than retail direct access. This evolution has apparently resulted in perceptions
about the Electric Competition Rules, in both their scope and implementation, that do not fit with
the historical context.

For example, given the recent debate surrounding Rule 1606(B) and the role of merchant
generators who did not participate in the 1999 Settlement proceedings, it is regrettable, although
perhaps understandable, that some would read a provision in Decision No. 61973 about the
supply of generation during the two-year extension and expect it to reflect the current debate.
When looking at the context and the comments filed by intervenors, however, it is clear that the
reference was in fact focused on the supply of generation by APS, not fo APS. Similarly, no one
questioned that the retail Code of Conduct applied only between APS and APSES at the time it
was adopted.

When viewed appropriately, and with the surrounding context, it is clear that APS’
actions have been both consistent with the rules, the 1999 Settlement, and other applicable law,
~including each of the issues identified by the Chief Administrative Law Judge in the APS
Financing Application proceeding. In fact, while APS has vigorously debated issues (as have
other parties), APS has been active and responsive in implementing the policies of the
Commission after the debate has concluded both with respect to the wholesale market and retail
competition.

While other parties may differ with APS on the merits of its actions in requesting relief
from the Commission on issues with which the Company is concerned, and while the
Commission may ultimately disagree with APS on certain requests, it is not illegal to request
relief. It was also not a violation of law for APS and its affiliates to pursue a business strategy
designed to protect customers and shareholders and prevent what happened to investor-owned
utilities in California from occurring in Arizona. That strategy has protected Arizona customers
both today and into the future, has protected shareholders, and allowed the debate on electric
restructuring to continue in Arizona rather than be painted as a failed experiment like in other
places in the Western United States.
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GLOSSARY OF TERMS

1999 Settlement - The Settlement Agreement between APS, the Commission and most of APS’

customer groups that was signed on May 14, 1999 and approved with some modifications in
Decision No. 61973 (October 6, 1999).

A.A.C. - Arizona Administrative Code.
AECC - Arizonans for Electric Choice and Competition.

Affiliate Interest Rules - Codified in A.A.C. R14-2-801 to -806. These state rules govern
matters involving public utility holding companies.

AISA - Arizona Independent Scheduling Administrator. Required under A.A.C. R-14-2-

1609(D), the AISA was designed to help provide nondiscriminatory transmission access on an
interim basis until a Regional Transmission Organization became functional in Arizona.

APS - Arizona Public Service Company.

APSES - APS Energy Services is a retail Electric Service Provider as defined in A.A.C. R14-2-
1601(15).

Biennial Transmission Assessment - A biennial report prepared by Commission Staff
addressing the adequacy and reliability of Arizona’s existing and planned transmission system.

Blue Book - A report published in 1994 by the California Public Utilities Commission setting

- forth a plan for retail electric competition and the restructuring of the electric industry in

California.

CAISO - California Independent System Operator. An independent system operator established
to provide open and non-discriminatory electric transmission services in California.

California Power Exchange - A now-bankrupt California power auction forum established to
facilitate wholesale energy trades.

CC&N - Certificate of Convenience and Necessity. A certificate issued by the Commission
granting a utility exclusive rights to provide services in its “service territory.”

CDWR - California Department of Water Resources. The agency in California that took over
power procurement on behalf of investor-owned electric utilities in 2001.

Code of Conduct - A Commission-approved code required by A.A.C. R14-2-1616. It currently
applies to conduct between an Affected Utility like APS and its Competitive Retail Electric
Affiliates, which for ASP is APSES. FERC also has a Code of Conduct requirement.
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Commission - The Arizona Corporation Commission.
Company - Arizona Public Service Company.

Consumer Information Label - A label provided to customers on equest and discussed in
A.A.C. Rule R14-2-1617 that outlines a variety of information about Standard Offer and
competitive electric service.

DASR - Direct Access Service Request. An electronic form used to communicate between
UDCs and ESPs.

Desert STAR - Desert Southwest Transmission and Reliability Operator. The predecessor of
WestConnect. Desert STAR was a product of the initial effort to develop an independent system
operator or regional transmission organization in Arizona.

Electric Competition Rules - A.A.C. R14-2-1601 to -1617.

Environmental Portfolio Standard - A renewable resources portfolio program that is codified
at A.A.C. R14-2-1618.

EPA - The United States Environmental Protection Agency.

ESP - Electric Service Provider. Under the Electric Competition Rules, ESPs obtain competitive
CC&Ns and provide Competitive Services to retail customers under bilateral or multilateral
contracts.

FCCR - Fixed Charge Coverage Ratio. A ratio used by financial analysts in determining the
creditworthiness of a company.

FERC - The Federal Energy Regulatory Commission. FERC has exclusive jurisdiction over
interstate transmission and sales of power for resale.

Financing Application - The application filed by APS in Docket No. E-01345A-02-0707 and
which was approved by Decision No. 65796 (April 4, 2003).

Generic Stranded Costs Order - Decision No. 60977 (June 22, 1998). Addressed stranded cost
recovery for Affected Utilities.

H.B. 2663 - House Bill 2663, enacted by the Arizona Legislature in 1998 to address retail
electric competition.

ISO - Independent System Operator, which is similar to an RTO.
Must-Run Generation Units - Local generation that is necessary to maintain the reliability of

the electric system when external or remote generation cannot be used to meet load requirements
in an area.
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OASIS - Open Access Same-Time Information System. Instituted by FERC Order 889, an
OASIS provides real-time information to transmission users.

OATT - Open Access Transmission Tariff. The OATT is the tariff required by FERC Order 888,
to implement wholesale open access.

Pinnacle West - Pinnacle West Capital Corporation, the holding company and parent entity of
APS, APSES and PWEC.

PWEC - Pinnacle West Energy Corporation, the wholesale generation affiliate of APS and a
subsidiary of Pinnacle West.

Request for Partial Variance - The application filed by APS in October 2001 pursuant to
A.A.C. R14-2-1614 in Docket No. E-01345A-01-0822. The Commission stayed this application
in Track A.

RTO - Regional Transmission Organization. An RTO is discussed in FERC Order 2000 and
FERC’s Standard Market Design initiative. It is intended to provide for regional operation and
development of transmission systems to facilitate wholesale competition.

RUCO - The Residential Utility Consumers Office.

Schedule 10 - Implements APS’ rules and regulations for direct access service, as well as
addressing the business relationship between APS and Electric Service Providers offering service
in APS’ distribution service area.

SIC - System Incremental Costs.

SMA - Supply Margin Assessment. An interim method being used by FERC to evaluate whether
an owner of generation has market power in a given market.

SRSG - Southwest Reserve Sharing Group. An organization established to allow sharing of
contingency reserves among participants to realize more efficient and economic power system
operations while maintaining the reliability of the interconnected system.

SSG-WI - Seams Steering Group-Western Interconnection. This group is addressing seams and
interface issues amongst the three Western United States RTOs—WestConnect, the CAISO, and
RTO West.

Standard Offer Customers - Customers who continue to purchase electric generation from an
incumbent utility.

TEP - Tucson Electric Power Company.
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Track A - The proceeding resulting from the Generic Investigation into the Electric Competition
Rules in Docket No. E-00000A-02-0051. "

Track A Decision - Decision No. 65154 (September 10, 2002).

Track B - The proceeding addressing competitive solicitations by APS and TEP in Docket No.
E-00000A-02-0051, et al.

Track B Decision - Decision No. 65743 (March 14, 2003).
TTC - Total Transfer Capability. This is the amount of capacity available on a transmission line.

UDC - Utility Distribution Company. Under the Ekctric Competition Rules, a UDC was to
provide Standard Offer service and unbundled distribution service to customers, but would not
own any generation.

WAPA - Western Area Power Administration. One of several federal agencies tasked with the
responsibility of marketing electricity generated by facilities owned and operated by the federal
government.

WECC - Western Electricity Coordinating Council. Formed in April 2002 by the merger of the
Western Systems Coordinating Council, the Southwest Regional Trans mission Association and
the Western Regional Transmission Association, the WECC is responsible for coordinating and
promoting electric system reliability for the Western United States’ power grid.

WestConnect - An RTO that is being developed for Arizona and the Southwest.

 WSCC - Western Systems Coordinating Council. The WSCC was the precursof to the WECC.

1365455.1

66




-pejesado pue paumo Aped payL (0)
‘191195 ay} Aq papiaod ase Ayoeded siy) JOj SOAIBSAI YL (g)

‘peo| waisAs S4V 199w o} ajgejiear Ing ‘Aupn Jsyjoue £q paum@Q (v) ﬂﬂ\u.
:s310N %)
%zl %Zb %ZL  %ZL %IV %ZL  %Zb %ZL %IV %ZL  %Zh %I %bb %kL %bL %O0L %Pl %hbl %Pl % SIAYASIY GINNVd 127 o)
S9LL SO, SOLL SO1L 6ELL ZLLL ¥B80L 8SOL 10 SOOL 826 BZ6 S8 SZL° LL9 L¥S TL9 6.9 8IS [0Z-£-2€] STANASTY Q3INNVId 12 Q,
ZOLLL 26911 Z89LF ZLOLL €LbLL €SLLL S680L 9E90L ZZEO0L GLLOL 1986 €586 S6v6 OLLB L¥8L GZ99 P9L9 6ETZ9 OLLS 3+€Z+L1+Z1] $TOUNOSIY VIOL ze .w
VIO DIV PIVO VIVO ©ZZO VI6S VZIS PIPS bIZS vI6Y YILY YTLY vivb VOLE vpSZ OvSL OviL 0V 0 IvLlOL RS A\.w
0522 0SZZ 0522 0S2Z 000Z 0GZL 00SL 0OGZk 000 0S. 00§ 00§ 0SZ 0SZ 0S¢ 0SZ2 0S¢ O 0 S103rodd ¥3H1O0 ot W
00SL 00SL 00SL 00SL 00SL 00SL 00SL 00SL 00SL 00SL 00GL 00GL ©00GL 00GL 000L 00§ O 0 0 22 M3N DS0H3IODAIH 62
052 0SZ 0SZ 0Sz 082 05z 082 0SZ 0Se 06C 06C 06C 0S5z 052 08¢ 0S¢ 0S¢ O 0 29 M3N XINZOHd "M 114
685 695 686 696 686 68 685 68 685 686 685 685 685 685 691 691 69l 69l JUVHS OrVAVN paseaiouf x4
8L6 QL6 96 816 BL6 Q16 816 86 8lL6 8L6 8I6 86 86 80Z 80Z ¥OL vOL  vOL JYVHS S-v HINHOD HNO4 paseasou| 9z
196 /95 196 /96 96 96 Ll96 /96 196 196 /96 196 [96 /96 196 L9¢ [9¢ [9E aleys Ad paseasoul sz
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 5 pue s939 NOILYHINID M3AN 144
9g 9g 9¢ 9g 9¢ 9¢ 9¢ 9t  of 98¢  9¢ 9¢ 6§ ve z¢ 62 ST A L IvioL £z
01 oL ol o1 0} ol ot oL ot ot 0l oL ot ol ol ot oL € z 31avM3INIY 44
92 9z 92 92 9 9z 92 92 92 9 9 9 Sz vz ¢ 6l G4 oL G (0) A3LNAI¥LSIA/NID0D 1z
_ NOILLYHINIO aaLngisia
00LZ ELEZ 1ZSZ 9Z/Z 10JZ )97 0S9Z ZTZ9Z ZT6SZ L9SZ 7TGT 80LT €297 YLzZ 8661 Z/9 €L €le O S$37VS V.1O0L 0z
901z €LEZ 2S¢ 92/2 L0.Z v.9Z 0S92 2292 26SZ . V952 ZzSZ 80.Z €.9C2 viee GeEL 668 O 0 IIVS LINUVN 6l
0 0 0 0 0 0 0 0 0 0 0 0 0 0 €l €7 €1z €l 0 Mova-31vs 81
SINIWLINWOD S3ITVS
656 66 66 626 026 OLG  Z06 €68 88 9J8 898 008 798  vy8 /8 0¢8 €/  6LvL vSO) SASYHOUNd VLOL 1
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 06 €09 &8 SISVHOHNG WH3L-LHOHS 91
oy ogy 08y Ogy OSY OBy OBy OSy OSy 08y O8y 08y OSy 08y OSy 08y 08F 08y 08P {(9) SLOVHINOD dHO2I41ovd Sl
29 29 29 29 79 79 29 79 29 29 29 29 z9 Z9 g9 9 9 9 29 INIONILNOD - d¥S 14"
/W 20V IB6E€ /8€ 8IC 89 09 ISE ZvE PEE 9Z€ 8LE OLE ZOE G6Z 88T l8CZ ¥lZ L% (9) VIO LIMHIL - dHS €l
S39¥NOSIY YIAMOd 3ISVHIHUNd
€CZp S$EZ¥ CEZVY €CTV SEITV EEIV SEIY €EZv TEZY ©EI¥ €eZ¥ CEIY VELP VELY VEVW 9ZV¥ 9ZWv IOV 6¥OF vioL r4?
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 JONVNILNIVIN NO ALIOVdYD 1
(c2) (s0) (s0) (52) (s () (50 (s2) (6 (s (s (o) (s2) (s (s (s (s () (1) NO!LYI¥VA TYNOSV3IS oL
gLl 8LL 8LL 9L 8LL 8Ll 8Ll gLl gLL 8Lt 8tL  8LL 8Ll 8Ll 8iL 8Ll 8L 8L O ¥ 93 M3N XINFOHd ‘M 6
G6L GBL GBL G6L  GBL  GBL  GBL GBL  SBY  S6L  S6L  S6L O 0 0 0 0 0 0 YIAMOJIIA XINJOHd "M 8
96 96 96 96 96 96 96 NOISSINWODIY XINFOHd ‘M L
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 Zv v ¢)(STVYOON) NOLLYHINTO OND 9
G66E GBGE GBBE GBBE GBBE GBHE GBBE GBBE GBGE GB66E GBBE GBBE GBBE GB6E G66E ZBBE LBGE L86E LB6E NOILVHINIO ONILSIX3 SdV ]
S32UNOS3Y NOILLVYINTD
9z 1z 87 Lz 8¢ 67 67 0€ 1t O0¢ L€ €€ z¢£ 6¢ Lt 9¢ €L ge % % HLMOYS avO1 TVNNNY 14
14 G aNVW3Qa HV3d Q3OVNVYIN €
00z 00Z 00Z 00Z 00Z 00Z 00Z 00Z 00z 00Z O00Z 00Z 00Z 00Z 00Z 00Z 0O 002 00C 3181LdNYYILNI TVLO0L z
LEO8 GLY¥8 9618 186. VvIZL 895/ LOEL [SLL ¥569 ¥S/9 799 B9E9 LL19 /865 €15 L09G 0Z¥S L8YS 16CS 1SvD3404 ONVINTQ V10l 1
1SVvO3404 ANVINIA WILSAS
, 6007 8007 Z00Z 900Z -S00Z $00Z _£00Z Z00Z 100Z 0002

m.m: SMPaydS

(MIN) S2241n0S8Y @ SpeoT Jawwng
}seoau04 abuey Buo] 6661 SdV




speaxds yyreds astdIojue pejegieye
S90INOSAI PUR SPRO] o suondwnsse JUSLINI<—
| PEO[ 9ANBU ISA0D 0} JUAWAINbaI=
. A | IUJAIZ
‘0107 Y3noIy) uonerouasd sSooXo JIRA e

Ajiunyioddo eejpawiw]
ue|d Bunayiep uoneiauan

mmm-m.éoﬁm ‘




2y

Eo>m
103311 H, ® uodn pajenopeoal si Aj1oedes SSOOXH

PeO[ 9ATIRU OAISS 0] [qe[TeAr 10JUo] |
ou SI oEEo> 18U} ‘PIAINISXS SI 9[BS PIBMIO] B 9DU()

OTeS PIBAIO] 10] O[qE[IBAR ST A310edED SSO0XT

SISeq AJIUOW © UO
- pare[noreo ‘K1oeded 15800I0f PLO] SALRU 1) 9AOQE |
. PUB 10A0  SUIM|OA Jey) se pauyap s1 A1oedes ssooxXg f

- _sewnpop

ueid Bunsyiep uonessuon




199 8619
889  9/11
€28 918
cye oce
08Y 08V
062 GG
886 -
(66) 66
(66) 66

- an

- 96

- 101
el 6
L6VY  Z86E
200 1002

S92.1N0S3Y [e}OL
SJOBIJUOD WIB)-LIOYS o

|elo)gns
ddS
abueyox3 diooljoed

S)}oeIJUO) WId)-Bbuo e

|ejoigns
281 D00 YMmeypay
sSjun g - s,]1 9 osenbeg Alelsodws |

S}un G - s, 1D Xydm Atesodws |

¥ 00 XYdM
99y WealS XUd\ d1eAoesy
10900 Bunsixe jo speibdn

suonippy e
a|gemausy
uonesauac) buysixy e

SQOINOSY]



couBljOY JONiE/ e 8)OVNLTdd
 OBLdYS©  "Yox3 ded ‘U89 Sdv

; Biea e

T Tz 0%0z 6002 800 [0  900Z  SOOZ 00T

, o\ooc o
~ ooueley




ESN

~N N W

10
11
12
13
14
15
16
17
| 18
19
20
21
22
23
24
25

26

REBUTTAL TESTIMONY OF STEVEN M. WHEELER

On Behalf of Arizona Public Service Company

Docket No. E-01345A-03-0437

March 30, 2004




O oo ~J (@) W w2 [\ —

N N NN N NN ek e e e e e e peed pmd e
(o) NV | R VS B (S s == B =R o -« I e Y S L\ I e =

Table of Contents
I INTRODUCGTION ... oottt e e e e e e e eeareeesteraeeeaans 1

II.  SUMMARY OF REBUTTAL TESTIMONY ......cccociiiiiiiiiiiiiiieeceen, 4
. OVERALL COMPANY REACTION TO THE STAFF AND
INTERVENOR RECOMMENDATIONS AND SUMMARY OF APS

REBUTTAL CASE ...t S 11
IV. RATEBASE STANDARD FOR THE PWEC ASSETS .....cccooiviniinine. 19
A. General ..o 19
B Use of Market Value .......ccocviiiiiiiiiiiceeeeeic e 20
C. Prudent Investment and Used and Useful ............coccoiiiiiiinnnn. 22
D Commissioner Gleason’s Questions from Letter of
September 5, 2003 ... 26
E. The Company’s December 2003 RFP and Track B........ccccoooei 31
V. RESOURCE ACQUISITION ....coitiiiiiiiieieeee e 40

A. Ability to Construct or Acquire New Utility-Owned Generation.... 42

B. Ratemaking Standards and Criteria for New Utility-Owned

GENETALION ..ottt et et e 49

C. PLR Responsibility and Future Stranded Costs.......cccoeevniccicnnenen. 53

1. PLR RESPONSIDILY oo 53

D. APS Authority to Join an RTO ..o 56

1. Future Stranded COSES ....c.eeeveiiiiiiiceecieeece SRR 57

VI. THE 1999 APS SETTLEMENT ................. ettt neaes 58
VII. THE PRELIMINARY INQUIRY ...cootiiiiiiiiiei et 67
VIII. Retail Competition and TranSmission ACCESS........ccovvverrierrveerierieinicereeenees 76




O oo (@) |9 BN w N

S T N e e e N T A L N L N T T e S i S
[ L Y S R S =N~ R e B B AR U B N UC T O R e o

A. Retail Competition ............oeeeiieeieieee e errreeeereee e 76

B. Transmission OPEn ACCESS ........ccooueeueeeeeeeiieereeeeeeeeeeeeeeeee e eeee e 82
IX.  REVISED REVENUE REQUIREMENT .........coccccooviiiiiiiiiieeeeeeeen 83
X.  CONCLUSION ....oooioiiieteiiceeeee e ettt ettt e &3
Schedule SMW-1RB.......cccoooviiiiiiiii Revised Base Revenue requirements
Schedule SMW-2RB ..ot List of RFP Bidders
Schedule SMW-3RB........cccociin. Attachment 9 to 1995 Settlement Agreement

i1




11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

26

REBUTTAL TESTIMONY OF STEVEN M. WHEELER
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-03-0437)

INTRODUCTION
PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION.

My name is Steven M. Wheeler. I am Executive Vice President of Customer
Service and Regulation for Arizona Public Service Company (“APS” or
“Company”). Please note that my present title is somewhat different from
that in my Direct Testimony and reflects organizational changes announced
in September of 2003. The major difference is that Customer Service has
been placed under my ultimate supervision and many of the planning

functions now directly report to Don Robinson.

DID YOU FILE DIRECT TESTIMONY IN THIS PROCEEDING?
Yes.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

My rebuttal testimony will first provide an overview of the Company’s
reaction to the unexpectedly negative recommendations of Ultilities
Division Staff (“Staff’), and to a lesser extent, to those of certain
intervenors. As part of that same Section, I summarize the major themes of

our entire rebuttal case.

I will then respond to specific statements and recommendations made by
Staff witness Harvey Salgo, as well as intervenor witnesses Kevin Higgins
(Arizonans for Electric Choice and Competition or “AECC”), Dr. Joseph

Kalt and Jeffrey D. Tranen (Arizona Competitive Power Alliance or
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“ACPA”) concerning the appropriate ratemaking criteria by which the
Arizona Corporation Commission (“Commission”) should evaluate the
Company’s request to acquire and rate base Pinnacle West Energy
Corporation’s (“PWEC”) Arizona generating assets. In this latter context, I
will address three of the questions posed by Commissioner Gleason in his
letter dated September 5, 2003 and respond to the criticisms by Dr. Kalt
and Mr. Tranen of the Company’s pending Request for Proposals (“RFP”) -
process and of my Direct Testimony concerning the results of the
Company’s Track B power solicitation during the spring of 2003. I also
correct Mr. Tranen’s evaluation of the Company’s must-run situation in the

Metro-Phoenix area.

My Rebuttal Testimony explains the critical need for the Commission to
determine in this proceeding the going-forward regulatory framework
relating to resource planning and acquisition whereby APS can and should
meet its public service obligation to Standard Offer customers. In that
regard, I am in agreement with the Residential Utility Consumer Office
(“RUCO”) as to the need for establishing these standards, although 1
disagree with RUCO’s specific recommendations to reinstitute the
integrated resource planning (“IRP”) process as it existed in the early
1990s, to end customer choice in the contexi of this APS rate proceeding,
and to immediately or arbitrarily reverse course on the Commission’s long-
time support of the Company’s participation in a regional transmission

organization (“RTO”).

Next, I will discuss and rebut assertions made by RUCO witness Marylee
Diaz Cortez, Mr. Higgins and Staff consultant Lee Smith about the status of

and the extent of alleged “benefits” received by APS under the 1999 APS
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Settlement Agreement (“1999 APS Settlement”), which was approved and
adopted by the Commission in Decision No. 61973 (October 6, 1999). Such
discussion of the 1999 APS Settlement leads to my next topic, which is the
Commission’s “preliminary inquiry” into the Company’s past relationship

with PWEC and Pinnacle West Capital Corporation (“Pinnacle West”).

Then, I will respond to the testimonies of Mark E. Fulmer (Constellation
New Energy/Strategic Energy or “CNESE”) and Ms. Diaz Cortez
concerning the retention of retail competition in Arizona and in the case of
Mr. Fulmer, APS’ position on equal transmission access for load serving
entities within the Company’s transmission control area. Finally, I present a
summary of the Company’s revised test period jurisdictional revenue
requirements that incorporates all of the adjustments reflected in the
Rebuttal Testimony and attached Schedules of APS witness Donald
Robinson.

BEFORE YOU SUMMARIZE YOUR REBUTTAL TESTIMONY, DO
YOU HAVE ANY GENERAL OBSERVATIONS ON THE
RECOMMENDATIONS FILED BY STAFF AND INTERVENORS?
Yes. Without meaning to diminish the significance of other areas of my

Rebuttal Testimony, I would like to offer three introductory points.

First, despite the significant discussion contained in Staff and Intervenor
testimony, no evidence (as contrasted with conjecture or speculation) has
been produced demonstrating that there is any superior alternative to rate-
basing the PWEC assets. Although I concede that no one, including APS,
can accurately predict future fuel prices, spark spreads, customer demand,
market developments, etc., the ovlerwhelming economic evidence, when

taken as a whole and when coupled with the equitable and reliability
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considerations described in our case, demonstrate that the APS rate-basing
proposal is in the best interest of the Company’s customers, will not harm
the competitive market, and is an appropriate response to the Commission’s

change of policy in its Track A Order.

My second observation is that the overall rate level recommendations from
those parties who chose to make them (Staff and RUCO) were not
accompanied by any attempt to measure the financial and service level
impact of those recommendations on the Company and its customers on a
going forward basis. This is a critical omission, and I would hope that the
Commission will carefully consider the Company’s rebuttal testimony
demonstrating that the significant rate decreases recommended by those
parties will harm the Company in a manner that is both undeserved, but,
more importantly, will significantly and adversely impact the ability of the
Company to respond to the challenges of serving one of the fastest growing

areas of the country.

My third and final preliminary observation is that no party comprehensively
addressed the long-term reliability and regulatory issues facing the
Company that must be resolved if APS is to respond to its customers’
expectation of reliable, efficient and fairly priced service in the future.
These issueé, which I will describe later, have either been ignored
completely or handled in a way that provides neither closure nor

appropriate resolution.

SUMMARY OF REBUTTAL TESTIMONY

WOULD YOU PLEASE SUMMARIZE YOUR ' REBUTTAL
TESTIMONY.




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

Yes. The Staff recommendations in this proceeding are, both individually

~and collectively, the most extreme I have seen in my thirty years of

practicing and appearing before this Commission. As is indicated by
Company witnesses Donald Brandt, Mr. Robinson and Steven Fetter, these
recommendations would, if adopted by the Commission, destroy the
financial integrity of APS and its parent, Pinnacle West. Furthermore, they
would place customers at risk and could prove damaging to the state as a

whole.

APS has presented a comprehensive rebuttal case that addresses each of the
principal recommendations of Staff and intervenors on a factual, regulatory
and policy basis. I believe that rebuttal will convincingly demonstrate the
following:

o The PWEC generation assets were prudently planned
and constructed to serve APS and provide APS
customers with benefits that both exceed their cost and
which are greater than could be expected from any
plausible alternative, market-based or otherwise.

. The proposed cost-of-equity recommendations of Staff
and 1tervenors are so low as to deny APS the ability
to reasonably attract or retain the equity capital needed
to maintain a prudent capital structure and finance the
capital additions necessary to serve a rapidly-growing
service territory and state.

o If APS is to engage in prudent resource planning and
resource acquisition, the “rules of the game,” that 1s,
its objectives, the means by which such objectives can
be satisfied, and the criteria to be applied by regulators
in determining our success in meeting those objectives,
must be removed from underneath the present cloud of
uncertainty. The Commission should, in this regard,
reaffirm the traditional regulation of APS as a
vertically-integrated utility having a traditional
obligation to serve at cost-based rates.

. Restoration to APS of the $234 million in prudently-
incurred and already previously authorized (by the
Commission) regulatory assets written off in
conformance with the 1999 APS Settlement
Agreement, along with unification at APS of the
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generation used to serve APS under a common
regulatory regime and full recovery of costs incurred
to follow the restructuring requirements of the
Commission are appropriate and equitable actions in
light of the Track A Order’s determunation to “change
direction” with regard to such restructuring
notwithstanding the commitments made in the 1999
Settlement and the Company’s detrimental reliance on
such commitments.

. APS has made appropriate and consistent pro forma
adjustments to the historical test period required by
Commission rule. These adjustments follow both the
dictates of that rule and established Commission
policies regarding the need for relative certainty in
both the existence and quantification of the pro forma
adjustment requested and the identification of those
other aspects of test period operations that would be
necessarily affected by such adjustment.

. The policies followed by the Commission for many
years with regard to depreciation and nuclear
decommissioning expense continue to be the prudent
and reasonable approaches to both capital recovery and
the future removal of the Palo Verde plant (and other
generation) from service in an environmentally-
responsible and safe manner, which also does not leave
the financial responsibility for such recovery and
removal to those future customers that received no
benefits during the life of the capital asset in question.

. The Company’s cost allocation methodology, and its
resultant revenue allocation and rate design
recommendations,  reflect  proper  ratemaking

principles, including the need to minimize non-cost-
justified rate differentials while maintaining a degree
of rate continuity over time and within established
customer classes.

. APS has been a reliable provider of quality service at
reasonable and stable prices, and it is a valuable
corporate citizen. Its financial collapse, as is the likely
result of adopting either the Staff or RUCO
recommendations, ‘will have severe short-term and
long-term economic consequences for its customers
and the communities it serves.

Since the PWEC assets would have been constructed by APS as utility-

owned generation but for what the Court of Appeals has recently found to

be an invalid Commission regulation, it is appropriate for such PWEC
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generation to be evaluated for ratemaking purposes in the same manner as

~ other APS generating assets. To suggest, as have Staff and some

intervenors, that the Commission ignore both the history of how APS and
its affiliates got to their present circumstances and selectively adopt
previously rejected notions of “economic excess capacity” simply because
the term “market value” has now been attached to this discredited concept,
is in the Commission’s own words, “simply unfair.” And the fact that APS
witness Ajit Bhatti’s analyses, as well as the market evaluation testimony of
Dr. William H. Hieronymus, demonstrate that no such “economic excess
capacity” exists with regard to the PWEC generation (because it is more
than likely that the market value of those assets is in excess of cost), does
not alter the Company’s fundamental objection to Staff’s and intervenors’
conceptual approach to establishing the ratemaking value of the PWEC

plants to be acquired by APS and included as part of the APS rate base.

The contention that APS has somehow tainted the ongoing Company
resource RFP by requesting a “regulatory out” provision for such proposals
1s inaccurate and unsupported by the actions of the ACPA’s own members
participating in such RFP. The RFP does contemplate a ‘“regulatory
approval” provision that is both a practical necessity given the Company’s
financial circumstances and the uncertain state and federal regulatory
climate and a requirement that is quite common in other jurisdictions.
Indeed, the PWEC assets are themselves undergoing an infinitely more
onerous ‘“regulatory approval” process as part of this rate case. And
although APS believes that the intervenors, and to some extent Staff,
should not have made either the RFP or the current market value of the

PWEC Arizona generation issues in this case, the proposals received in this
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RFP from actual market participants validate the original conclusion of Mr.
Bhatti and Dr. Hieronymus that such assets are a cost-effective resource
addition for the Company and its customers. They also are another
reminder that the merchant power industry has not yet evolved to the point
where APS and this Commission can reasonably rely upon the wholesale
market as the sole source of the future resource additions APS and its

customers will need and demand.

The Track A order clearly established that APS was no longer heading
down the path of divestiture and restfucturing required by the Electric
Competition Rules and the 1999 Settlement. What is not clear, and which
was left unresolved by the Track A and Track B orders, was what path APS
would be expected to follow now. APS believes that a vertically-integrated
utility, with an appropriate nﬁx of utility-owned generation, long-term
contracts with credit-worthy entities, and shorter term market purchases,
each of which 1s reflected in rates on a cost-of-service basis, provides the
best combination of reliability, flexibility and price stability for customers.
Others, clearly opposed to a more vertically-integrated APS, effectively
urgé the Commuission to return to its original path of restructuring based on
wholesale market reliance, albeit perhaps at a slower, more incremental
basis. This is a critical policy decision for this Commission, one which will
affect the Company, its customers and Arizona for years to come and which
due to APS’ pressing resource needs, cannot be further postponed. With no
firm, clear and consistent “rules of the game,” and in the absence of
Commission authorization for specific discrete resource additions, APS is
placed in an untenable position of being required to play in a game when its

objectives, its rules and its scoring system are not sufficiently clear.
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The Commission has unilaterally altered key elements of the 1999 APS
Settlement in a manner clearly harmful to the Company and its affiliates,
while other provisions negotiated in good faith by the Company have not
yet been implemented. Thus, the contention that APS has not been harmed
by these actions is just plain wrong. And to use these faﬂures of
performance by other parties to such Agreement as the basis for attempting
to now terminate the Settlement merely compounds APS’ status as the

aggrieved party.

The Commission’s subsequent efforts to staunch the bleeding by addressing
the 1mmediate and grievous financial situation created by the Track A
Order and the small amount of divestiture-related dollars Staff and AECC
offer in this proceeding neither represent any meaningful compensation to
APS for the alteration of the Settlement nor do they resolve the underlying
issue of bifurcation first identified in July of 2002 in an open letter to the
Commission in the TrackvA proceeding from Pinnacle West’s Chairman,
William J. Post, and discussed at length by the Company’s CEO, Jack

Davis, in his Rebuttal Testimony.

Staff’s comments regarding the “preliminary inquiry,” although resulting in
no recommended regulatory actions, clearly serve to impugn the
Company’s integrity, something it has taken pride in maintaining
throughout the scandal-ridden Western energy debacle of 2000-2001, as
evidenced by the Federal Energy Regulatory Commission’s (“FERC”)
dismissal earlier this year of all allegations of wrongdoing against APS. As
both I and other APS witnesses will explain, Staff’s conclusion that APS
violated either the “spiﬁt” or “letter” of the 1999 Settlement, the Electric

Competition Rules and/or its Commission-approved Code of Conduct are
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wholly unsupported and indeed completely contradicted by the available
contemporaneous evidence, as is also discussed by the Company’s CEO,
Jack Davis. The specific Staff analysis of the six 1ssues identified as
components of the “preliminary inquiry” represents unsupportable re-
interpretations of prior Commission orders and regulations in a manner that

ignores or severely distorts their original meaning and intent.

- The issue of whether or not to retain or modify Arizona’s retail competition

rules is not, in my opinion, the proper subject of this rate proceeding. This
is especially the case because the Commission has both established a
separate docket for just such a purpose (Docket No. E-00000A-02-0051)
and designated a specific body, the Electric Competition Advisory Group
(“ECAG?), to accomplish that purpose. To the extent the Commission does
wish to address these sorts of issues in this rate case, the Commission
should not interpret the Company’s insistence that we establish certain
“first principles” concerning the goals of retail electric competition as
unreasonable intransigence. These “first principles” are spelled out in the
Company’s filed Comments in the Docket cited above and include: the
need to establish policy priorities‘for when policies are in conflict; a belief
that simplicity works best and that regulatory consistency is essential; the
importance of funding new mandates and of demanding accountability
from those asking for customer funding of such mandates; the preservation
of the financial health of incumbent “Affected Utilities”; and
acknowledgement of the primary role of the federal government in the area
of wholesale electric competition, and more specifically in the development

and regulations of RTOs.

10




II1.

The Commission needs to carefully investigate and evaluate for itself
claims of retail competition’s “success” in other jurisdictions. Such
“successes” may take credit for exogenous factors having little if anything
to do with retail competition and have often been either short-lived or
simply confuse activity with achievement. Moreover, any decision by the

Commission to end retail competition, as recommended by RUCO, should

not jeopardize the Company’s collection of both those costs previously

incurred to prepare for restructuring and retail competition or to otherwise
implement the Electric Competition Rules and related Commission orders,
as well as those ongoing costs that have been more or less built into the

system as a result of such Rules and orders.

The Company had accepted, at least in modified form, some of the Staff
and intervenor proposed adjustments to its test period revenue requirement.
Mr. Robinson and APS witnesses Laura Rockenberger and Pete Ewen have
suggested additional items not reflected in the Company’s original revenue
requirement, but which are now appropriate to consider given the other
recommendations being offered in this proceeding. After netting both sets
of adjustments, the Company’s‘revised increase in annual jurisdictional
base revenue requirements is now $185 million as set forth in Schedule
SMW-IRB. However, APS is not asking the Commission to alter the
Company’s original request for an annual base increase of $166.8 million.
OVERALL _COMPANY REACTION TO THE STAFF AND
INTERVENOR RECOMMENDATIONS AND SUMMARY OF APS
REBUTTAIL CASE

WHAT WAS THE COMPANY’S REACTION WHEN IT FIRST
READ THE STAFF AND INTERVENOR TESTIMONY?

11




The same as it is now — shock, dismay and virtual disbelief. And as is
discussed in the testimony of the other APS witnesses referenced in my
Summary, this was the universal reaction of the entire financial community
— or at least that portion of the financial community which follows the
electric utility industry.

WHY WAS THE RESPONSE TO THESE RECOMMENDATIONS SO
NEGATIVE? '

There were a number of reasons. First of all, like APS, the analysts and
rating agencies can do the math and see the resultant loss of financial

strength for APS and Pinnacle West. However, there was also the tenor of

especially the Staff testimony that caught both the Company and Wall

Street off guard. After the resolution in Decision Nos. 65434 (December 3,
2002) and 65796 (April 4, 2003) of the immediate financing crunch
Pinnacle West found itself in following the Track A order, which resulted in
the execution of the Principles of Resolution between APS and Staff, we,
and apparently the financial community, anticipated that Staff would give
thorough consideration to all relevant aspects of the unification of the
PWEC generation at APS in the present rate proceeding. Given the Staff
testimony on this point, it is difficult to see where any such Eomprehensive
consideration was undertaken. Moreover, despite the assurances of the
Commission in both the Track A and Track B decisions that these decisions
would not prejudice the potential rate base treatment of PWEC’s Arizona
generation, Staff and intervenors pointedly use PWEC’s Track B contract
with APS as a primary basis for their recommendations against that very
ratemaking treatment.

WAS THE  COMPANY’S CONCERN AND THAT OF THE
FINANCIAL COMMUNITY LIMITED TO THE PWEC RATE BASE
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ISSUE OR EVEN TO THE TENOR OF THE STAFF
RECOMMENDATIONS?

Of course not. It was the cumulative impact of a uniquely (even by national
standards) low recommended ROE, the largest reduction in depreciation
allowances in Arizona history, a reversal of Staff’s position of just a few
months ago on implementation of a power supply rate adjustment
mechanism, a departure from Commission policies of the paét decade or
longer on nuclear decommissioning, and the complete absence of any
discussion about or analysis of the Company’s rapidly escalating power
supply deficit. These specific recommendations were added to Staff’s
apparent refusal to address the significant harm suffered by APS and its
affiliates as a result of the Track A Order, a harm that is both undeniable
and wholly separate and apart from the issue of whether such Order was in
some sense, the “right” thing for the Commission to do. As can be seen by
the financial community reactions quoted in Mr. Brandt’s Rebuttal
Testimony, there was an inescapable conclusion that a utility that had
successfully weathered the most severe crisis in this industry’s history with
both its integrity and financial condition intact was now being effectively
“punished” for those very accomplishments.

DO YOU BELIEVE THAT STAFF, AND EVENTUALLY THE
COMMISSION, NEED TO BALANCE THE INTERESTS OF BOTH
SHAREHOLDERS AND CUSTOMERS IN MAKING ITS
REGULATORY RECOMMENDATIONS AND DECISIONS?
Absolutely. And it is obvious to me that one cannot achieve that degree of
balance without the sort of rigorous analysis of financial and capital market
consequences as 1s discussed by Mr. Brandt and other of the Company’s
rebuttal witnesses. Just as important as the balancing of arguably competing

interests (shareholder vs. customer) is the recognition by Staff and the
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Commission that regulation need not be, and most often is not, a “zero
sum” game where every utility “gain” represents a corresponding “loss” to
its customers. Indeed, the relationship of a utility with its customers is far
more often symbiotic than adversarial. APS cannot survive without its
customers, and the modern society of which our customers are a part cannot
survive without a financially viable electric provider.

DO STAFF’S AND RUCO’S RECOMMENDATIONS PLACE
CUSTOMER SERVICE AND RELIABILITY AT RISK?

Unfortunately, the answer to both is yes. As is discussed in Mr. Brandt’s
Rebuttal, APS would have great difficulty, and incur significantly higher
costs, in meeting the Company’s incremental debt and equity capital needs
given the severe deterioration in APS’ and Pinnacle West’s financial
condition and may also need to seek refinancing of existing credit

arrangements on unfavorable terms.

ARE THESE INCREMENTAL CAPITAL NEEDS SIGNIFICANT?
Yes. The 10-Year Transmission Plan the Company recently filed with the
Commission calls for over $1 billion in high-voltage transmission alone. I
mention this because I am responsible for trying to implement that Plan, a
task that will be significantly more difficult and expensive under the
recommendations of Staff and RUCO. Mr. Brandt provides a more
comprehensive look at APS external capital needs in his Rebuttal
Testimony, which are anticipated to be well over $ 2 billion over the next
10 years.

WOULD THERE ALSO BE OPERATIONAL CHALLENGES
RESULTING FROM THE COMPANY’S FINANCIAL DISTRESS?
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Yes. Adding additional service personnel to meet the Company’s fast-
growing customer base, or even retaining existing personnel, would be

equally difficult if not impossible under such circumstances. Other

operational constraints would impact APS power and fuel procurement as

both the potential number of willing (to do business with APS)
counterparties decrease and the level of credit support demanded by those
who will increases. Although most apparent in the areas of fuel and power
procurement, there would be a general tightening in the vendor credit terms,
if any, offered to APS. As we have seen elsewhere in the West, once a
utility starts down that slippery slope to financial distress, its options are
increasingly limited and its ongoing costs of remaining in business
continuously increasing. Although he does not use the term “death spiral,”
it 18 precisely that sort of cascading financial collapse that is outlined by
Mr. Brandt.

WOULD ONLY APS AND ITS CUSTOMERS SUFFER FROM A
FINANCIALLY-WEAKENED APS?

No. The experience in our neighboring states of California and Nevada
show that there is very likely to be considerable damage to the overall
economy from the inability of weakened electric providers to protect
customers or even protect themselves. The adverse rate impacts on

customers in those jurisdictions are well known. But, they are only the most

~obvious fallout. Alan Maguire, a Phoenix-based consultant familiar with the

impact of distressed businesses on their local community, testifies on this
point as part of the Company’é overall rebuttal presentation.
IN YOUR SUMMARY, YOU HIGHLIGHTED SOME OF THE

PRIMARY AREAS OF THE COMPANY’S REBUTTAL CASE.
COULD YOU ELABORATE?
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Yes, although I am far from the subject matter expert on these issues. I do,
however, have overall responsibility for this Application and for the
witnesses that explain and justify it to this Commission. Thus, I will
provide a very brief explanation of the bullet points set forth in my

Summary.

PWEC Units in APS Rate Base: The PWEC Units were prudently planned

and constructed. They do provide and have provided APS customers with
reliable capacity and energy. Although these two factors have historically
been the criteria for rate base inclusion in Arizona, there have been
suggestions in this case that the Commission selectively apply a “market
value” test to this issue. That would ignore the fact that but for actions by
the Commission, the PWEC assets would have been constructed at APS
and, in fact PWEC would never have existed. That being said, Mr. Bhatti
and Dr. Hieronymus’ analyses provide compelling and singular evidence
that the “market value” of the PWEC generation is significantly in excess

of the cost asked by the Company to be included in rates.

Cost of Equity: The cost of equity capital recommendations of Staff and

intervenors are exceedingly low by any measure. They reflect flawed
methodologies, biased or unsupported assumptions, and invalid
comparisons of APS to so-called “comparable” utilities. Moreover, the
Company would not earn even these miniscule returns under either the
Staff or RUCO recommendations, with return on equity falling to a mere
5.5% in 2005, the first full year of their proposed rate reductions. The
fallout of such a financial catastrophe would include a plunge to “junk”
credit status for the first time in the Company’s over 100-year history, and

the loss of marketable credit, including access to commercial paper and tax-
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exempt markets. Interest costs alone would increase by over $100 million
per year over the next 10 years — and perhaps most ironically, that increase
would be more than the revenue requirements associated with the PWEC
assets for the same period, but with nothing to show for such increased
costs in the way of reliable service. Thus, the Company’s ability to raise the
capital needed to maintain and expand service to one of the fastest growing
service areas in the United States would be seriously compromised, and
Arizona would be well on its way towards repeating the debacles of

California.

Restoration of the Write-Off Required by the 1999 APS Settlement: The

$234 million write-off represented a real loss of APS shareholder value that
would not have occurred but for the 1999 APS Settlement. This was a loss
in value not compensated for by any other benefit actually realized by the
Company from that 1999 APS Settlement. Neither has APS “over-earned”
from its customers as a result of the 1999 APS Settlement. Thus; given the
failure of the Company to receive that for which it negotiated in the first
instance, there is no compelling or even persuasive reason of regulatory

policy or 1in equity why the write-off should not be restored to APS.

Depreciation: Staff consultant Michael Majaros’ recommended $47 million
reduction in the Company’s current authorized depreciation expense marks
the first significant issue involving APS depreciation practices in many
decades. Much of this reduction is created by deferring for future customers
the costs of removing assets serving current customers in a manner that is
contrary to Commission rule and in a manner inconsistent with the
practices of all other utilities regulated by this Commission. Any capital

asset’s eventual removal costs are being accrued each day the asset is in
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service and ought to be paid by those customers served by that asset. The
balance of Mr. Majaros’ adjustment is the product of assigning to APS
plant amongst the longest service lives, and hence the lowest depreciation
rates, of any major electric utility in this country. Recovery of capital is a
critical source of internally-generated funds for any utility but is especially
so for a utility such as APS that already has large external cépital needs and
will very significantly aggravate the overall inability of APS to function

under the Staff and RUCO recommendations in this proceeding.

Nuclear Decommissioning: Staff challenges fundamental decommissioning

assﬁmptions adopted by this Commission in 1988 and 1991 and continued
without controversy for well over a decade. The first of those assumptions,
simply put, 1s that APS will restore the Palo Verde site to as close to its
original state as possible. It is a principle that all the Palo Verde participants
and their regulators have likewise accepted. The Company believes it
would be unwise and impractical to seek to now adopt Staff’s “good
enough” standard for decommissioning. The second, and more significant
from a funding basis, is the lengthening of the decommissioning period for
Palo Verde Unit 2. As noted in Mr. Robinson’s Rebuttal Teétimony, this 1s
contrary to established Commission practice, prior Commission orders, and
will 4cost future APS customers more than Staff hopes to save for current

APS customers.

Pro Forma Adjustments: The Commission’s own rate case rule calls for

pro forma adjustments under appropriate circumstances. The Commission’s
prior rate decisions have established the three criteria for such adjustments:
(1) they must be “known,” not in the sense of absolute certainty but to the

degree that their existence is more than probable; (2) they must be
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IV.

measurable, not to a scientific certainty but to the extent that including
them 1s likely to make the test period more representative of the period in
which rates will be established than would not including them; and (3) they
must be reconcilable with the test period’s other items without serious
issues of mismatching, not to the point of requiring a whole new test period
but to the point where the adjustment recognizes other directly-related
items (e.g., do not adjust sales without including the additional costs
attributable to such sales). Each of the Company’s adjustments meets these

criteria and should be adopted.

Allocation Methods and Rate Desien: APS allocation methods are based

on the Company’s unquestioned status as a prédominantly summer-peaking
utility. Allocation methodologies that do not follow the pattern of cost-
causation only result in additional cross-subsidies and improper price
signals to consumers about the cost of the services they consume. And,
although Staff and certain of the intervenors have made rate design
proposals which the Company can support, the balance of the APS-
proposed rate design are based on sound principles of cost-causation,
admuinistrative simplicity, conformance with regulatory requirements and

rate continuity.

RATEBASE STANDARD FOR THE PWEC ASSETS

A. General

HOW HAS THE COMMISSION TRADITIONALLY VALUED
GENERATING PLANTS IN THE COMPANY’S RATE BASE?

The Commission has taken the average of the plant’s original cost less

depreciation (“OCLD”), also sometimes referred to as book value, and the
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plant’s reconstruction cost new less depreciation (“RCNLD”). For that
reason, the Commission’s Standard Filing Requirements (“SFR”) for rate
cases (A.A.C. R14-2-103) require applicants to provide both OCLD and
RCNLD informétion for all the assets proposed to be included in rate base.
B.  Use of Market Value |

DO THE SFR REQUIRE AN APPLICANT TO PROVIDE
EVIDENCE OF AN ASSET’S CURRENT MARKET VALUE?

No. Thus, I do not understand how either the ACPA witnesses or Mr. Salgo
can legitimately criticize APS for not providing such evidence in its pre-
filed direct testimony.

ASIDE FROM THE SFR, HAS THE COMMISSION EVER
UTILIZED MARKET VALUE TO DETERMINE THE RATE BASE
VALUE OF ANY APS ASSET?

Not to my knowledge and certainly not in the thirty or so years I have been
associated with the Company as either its outside counsel or an officer.

DO ANY OF THESE WITNESSES PROVIDE THE COMMISSION
WITH ANY EVIDENCE OF THE MARKET VALUE OF EITHER
THE PWEC ASSETS OR OF ANY ALTERNATIVE SOURCE OF
LONG-TERM POWER SUPPLY?

The pre-filed testimonies of ACPA witnesses Mr. Tranen and Dr. Kalt, as
well as AECC witness Mr. Higgins, offer no e{/idence on either subject.
When APS asked them and other parties opposing rate-basing in discovery
to provide such evidence, some essentially refused (ACPA) and others
indicated they had none (AECC). Surprisingly, both Staff and RUCO

presented evidence in their testimonies that actually supported the rate

basing of the PWEC units, but chose to disregard that evidence in their final

- recommendation. The specifics of those Staff and RUCO analyses are

discussed by Mr. Bhatti and Dr. Hieronymus in their Rebuttal Testimonies.
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Q. HAS THE COMMISSION BEEN ASKED TO UTILIZE ESTIMATES
OF A GENERATING PLANT’S MARKET VALUE IN PREVIOUS
‘ 1 APS RATE PROCEEDINGS? ,
o | A Yes. During the years that the Palo Verde Generating Station’s three units
3 were being incorporated into APS rate base, there were several efforts to
4 claim that it should be assigned a “fair value” equal to some estimate of
5 market value that was significantly lower than even the original cost of Palo
6 Verde, let alone the “fair value” as calculated using the traditional
7 Commission valuation method I described above. Because the wholesale
] market was a far different animal in the 1980s than today, those “market
9 value” estimates (of what was then termed “economic excess capacity”)
10 were based on what the proponent believed was a more economic
11 alternative (when viewed in hindsight) than was the construction and
12 operation of Palo Verde — usually a coal plant of similar size and vintage.
13 This is described as the “replacement cost” methodology later in my
‘ 14 rebuttal. Also, as in this case, these parties did not propose to consistently
15 use the same valuation methodology for the balance of the generating
16 plants APS was proposing to include in rate base. However, I would hasten
17 to add that at least the opponents of Palo Verde used the correct analytical
18 approach to determine the ‘difference in the current value of their alternative
19 to that of Palo Verde, which was life-cycle present value of future revenue
20 requirements. They did not try to confuse the issue by vtalking about the
i timing of “cross-over” points or compare the first three years’ revenue
29 requirements of a thirty-plus® year asset to the three years’ revenue
23 requirements of a three-year asset, as have the RUCO, AECC, and Staff
‘ 24 witnesses in this proceeding. |
25 Q. WHAT DID THE COMMISSION DO IN THESE PRIOR |
‘ 26 INSTANCES?
l
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A.

The Commission unequivocally rejected such a selective valuation method:

It would take many pages for us to discuss the
numerous arguments for and against “value-based pricing,”
“risk sharing,” and “market-based pricing,” and we have no
doubt that any number of experts could analyze PV-1 [Palo
Verde Unit No. 1] and arrive at widely varying conclusions of
the plant’s economic “worth.” Indeed, this was certainly the
case herein. Fortunately, it is not necessary for us to examine
in minute detail the many assumptions which formulate the
foundation for the otherwise objective-looking calculations of
present worth and opportunity cost. After reviewing the
various proposals presented, we find ourselves in agreement
with APS witness [Alfred E.] Kahn that, as formulated, these
proposals are simply unfair.” [Emphasis supplied.]

Decision No. 55228 (October 9, 1986) at 33. The Commission again
rejected the same argument in Decision No. 55931 with regard to Palo
Verde Unit No. 2. In both instances, the Commission was no doubt
concerned both with the lack of Arizona precedent for treating any measure
of an asset’s “market value” as its “fair value” and, perhaps more
fundamentally, with the inconsistency of valuing some utility assets one
way and other assets a different way, which would have been the same sort
of regulatory inconsistency decried in Dr. Kenneth Gordon’s Direct and
Rebuttal Testimony. And although the Commission did not have the benefit
df the Court’s guidance when it entered the cited decisions on Palo Verde
in 1986 and 1988, its holding was, in a sense, prophetic of the words of

Chief Justice Rehnquist in Duquesne Light Co. vs. Barasch, 488 U.S. 299,

1315 (1989):

Consequently, a State’s decision to arbitrarily switch back and
forth between [valuation] methodologies in a way which
required investors to bear the risk of bad investments at some
times while denying them the benefit of good investments at
others would raise serious constitutional questions. _

C. Prudent Investment and Used and Useful

DOES THE COMMISSION REQUIRE THAT ASSETS REPRESENT
A PRUDENT INVESTMENT TO BE INCLUDED IN A UTILITY’S
RATE BASE?

22




[\

~N N v W

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

“Prudent investment” is really a valuation issue and pot an eligibility
criterion as regards rate base inclusion. For example, if $100 was invested
in an asset that should reasonably have been built or écquired for $90, given
what was known at the time the investment was made, then the asset would
not be entirely excluded from rate base, but included at the lower $90

figure.

ARE INVESTMENTS PRESUMED TO BE “PRUDENT”?
Yes, SRF Regulation 103 (A) (3) (1) defines “Prudently invested” to mean:

Investments which under ordinary circumstances would be
deemed reasonable and not dishonest or obviously wasteful.
All investments shall be presumed to have been prudently
made, and such presumptions may be set aside only by clear
and convincing evidence that such investments were
imprudent, when viewed in the light of all relevant conditions
known or which in the exercise of reasonable judgment
should have been known, at the time such investments were
made. ‘ :

HAS ANY PARTY TO THESE PROCEEDINGS OFFERED “CLEAR
AND CONVINCING EVIDENCE” THAT THE PWEC ASSETS
SHOULD NOT HAVE BEEN BUILT “WHEN VIEWED IN THE
LIGHT OF ALL RELEVANT CONDITIONS KNOWN OR WHICH
IN THE EXERCISE OF RESONABLE JUDGMENT SHOULD HAVE
BEEN KNOWN, AT THE TIME SUCH INVESTMENTS WERE
MADE”?

No. At most, they offer conjecture about what might have been constructed
contemporaneous to the West Phoenix, Redhawk and Saguaro plants, or
complain about alleged omissions from Mr. Bhatti’s and Dr. Hieronymus’
analyses of the prudence issue in their Direct Testimonies. These alleged
“deficiencies” are addressed by those Company witnesses in their rebuttal.
However, the Commission should keep in mind that APS is under no
obligation to present any evidence on prudence unless and until another

party has presented “clear and convincing evidence” to dispute such the

presumption set forth in the Commission’s regulation.
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SHOULD THE “PRUDENT INVESTMENT” TEST BE APPLIED AS
IF APS IS TODAY MAKING AN ENTIRELY NEW INVESTMENT
TO, IN A SENSE, “PURCHASE” THE PWEC ASSETS?

No. That would totally ignore the history of how APS, PWEC and Pinnacle
West got to the present circumstances, which I, Mr. Davis, Dr. Hieronymus
and others have testified to in great detail. In other words, it would ignore
the unchallenged fact that but for the actions of the Commission, the PWEC
assets would have been built at APS and their prudence evaluated using the
information then available. It would further ignore the purpose for which
these assets were constructed, which was to serve APS — also the subject of
much testimony in these proceedings.

DON’T MR. BHATTI’S AND DR. HIERONYMUS’ ANALYSES
SHOW THAT EVEN UNDER TODAY’S CIRCUMSTANCES, AND
IGNORING FOR THE MOMENT WHAT YOU DESCRIBE IN
YOUR DIRECT TESTIMONY AS THE EQUITABLE ARGUMENTS
FOR INCLUDING THE PWEC ASSETS IN RATE BASE, THE
PWEC ASSETS REPRESENT A PRUDENT LONG-TERM
INVESTMENT FOR APS AND ITS CUSTOMERS?

Yes. That does not change my fundamental objection to and opposition of a
valuation methodology that both differs from that applied to other APS
generation under what are similar circumstances, or which would have been
similar circumstances but for the Commission’s generation divestiture

policy, and which ignores the equitable circumstances discussed in my

Direct Testimony and to which I refer in the preceding answer.

ARE THE PWEC ASSETS “USED AND USEFUL”?

Yes. These assets are clearly being used by APS and will be useful in
providing capacity and energy to APS customers. The issue of whether
some alternative to the PWEC assets would be “more used” or “more
useful,” although fully addressed by other APS witnesses, goes at best to

the 1ssue of rate base valuation and not rate base inclusion. Moreover, “used
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and useful” is clearly not a universal “litmus test” for rate base inclusion
because I am aware of several instances in which the Commission has
included construction work in progress (“CWIP”) in rate base, including
the Company’s rate base, when such CWIP obviously could not meet any
literal requirement that it be currently “used and useful.”

ACPA WITNESS TRANEN CLAIMS THAT THE PWEC WEST
PHOENIX UNITS MAY NOT BE “USED AND USEFUL” EVEN
THOUGH DESIGNATED AS “MUST-RUN” BY APS. DO YOU
AGREE?

No. Mr. Tranen uses the Reliability Must Run (“RMR”) report prepared last
year to argue that there are “other options” and “low cost approaches” to
using PWEC’s West Phoenix units for necessary in-Valley local generation
after the Track B contracts expire. Specifically, he asserts that a static VAR
compensator with an annualized cost of $2.4 million would resolve APS’

Valley operating needs or that APS could submit an RFP for Valley must

run needs. This analysis is wrong.

To support his discussion of post-Track B needs, Mr. Tranen used last
year’s RMR Study which covered 2003 through 2006. He ignored the more
recent RMR Study that was filed in January 2004, which provided analysis
through 2012. In that more recent RMR study, the development of which
included various ACPA members, the Valley transmission limits in 2008
were determined to be thermal, not voltage related. Such thermal limits
cannot be solved by static VAR compensators. Instead, several new 500 kV
transmission lines would be needed into the Valley at a cost of at least
several hundred million dollars. When the cost and the siting impacts of
such lines are compared to the amount of RMR generation needs, local

generation clearly makes more sense than transmission upgrades even
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before considering the economic benefits of the West Phoenix units

themselves, which is addressed in Mr. Bhatti’s Rebuttal Testimony.

Mr. Tranen’s argument that the West Phoenik units can provide economical
supply both inside and outside the Valley load pocket is correct—the fact
that these units can provide both economical system generation and cost-
effectivé RMR supplies when needed is a benefit to APS and provides
significant operational flexibility. APS has never argued that the sole reason
the units should be rate based is because of their ability to provide in-Valley
local generation, as Mr. Tranen appears to suggest. Also, Mr. Tranen’s
assertion that new simple cycle generation could be sited and constructed
inside the Valley load pocket before summer 2007 clearly shows that he is
unfafniliar with the siting process and recent cases in Arizona. Even if it
were possible to obtain siting approval for and construct new plants in the
Valley, RMR generation needs were specifically included in APS’ Track B
solicitation in 2003, and no bids for RMR supply were submitted. Finally,
Mr. Bhatti’s analysis of that “option” clearly demonstrates that it would
result in higher costs to APS customers.

D. Commissioner Gleason’s Questions from Letter of September 5,
2003

ARE YOU RESPONDING TO ALL OF COMMISSIONER
GLEASON’S QUESTIONS AS SET FORTH IN HIS LETTER
DATED SEPTEMBER 5, 2003?

No. I will respond to the first three of those questions, while Dr.
Hieronymus will address the last two. And even at that, I will have to refer
Commuissioner Gleason to those APS witnesses with more technical subject
matter expertise in asset evaluation to supplement my own testimony.

HOW SHOULD THE COMMISSION CALCULATE THE MARKET
VALUE OF A POWER PLANT?
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Well, as you can see from some of my earlier discussion, I don’t believe the
Commission should be calculating market value at all, at least unless it is
willing and able to apply the same valuation method “across-the-board.” As
can be seen in Mr. Bhatti’s Rebuttal Testimony, this would very
significantly increase the Company’s rate base even before consideration of
the PWEC assets. Having clearly restated the Company’s fundamental
objection to selective application of a market value test, let me respond to

the question this way:

There are several methods that can and have been used in various contexts.

I will briefly discuss each in turn.

The primary methods relied upon by APS, Staff and RUCO, which are the
only parties that have even attempted to actually value the plants, are the
present worth of the net cash flows generated by the PWEC assets or
alternatively, the present value of revenue requirements frbm rate¥basing
the PWEC assets compared with one or more alternatives. The former is
called the discounted cash flow or “DCF’ method. Mr. Bhatti uses this
form of analysis as does RUCO witness Schlissel. Ms. Jaress also endorses
the DCF valuation methodology at page 2 of her Addendum to the Direct
Testimony of Linda A. Jaress. The premise of DCF is simply that the value
of any commercial property is equal to the present value of the net revenue
(revenue less costs) stream derived from such property. Although
conceptually sound, projecting future revenue and cost streams is more
casily said than done, and as can be seen from the passage I quoted earlier
from the Commission’s 1986 order on Palo Verde, involves a number of
assumptions that cannot be easily verified, if at all. This is less of a

problem, however, when making comparative evaluations to rank the value
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of various options because all or most of the necessary assumptions can be
held constant for each option. Also, the DCF methodology assumes that all
benefits can be monetized, i.e., reduced to an objectively quantified dollar
figure. However, some obviously important benefits of a particular
generating plant or set of generating plénts such as reliability, fuel
diversity, relative lack of environmental impact, operational flexibility, etc.,

cannot be so quantified.

A second method is so-called “comparable sales.” Dr. Hieronymus and Mr.
Bhatti discuss this method in their rebuttal. However, since the buyer may
well be using its own DCF analysis to determine how much it is willing to
pay, you are, in a sense, merely substituting the assumptions of one DCF
calculation fbr those used by another. And again, there is the problem of
incomplete or inaccurate monetization of non-monetary benefits. But, given
the innumerable factors that can affect individual asset sales (financial
distress of the seller, the other options available to specific buyers, timing
of sale, terms of sale, etc.) the more fundamental problem is finding truly
“comparable sales” in the utility context. This problem is highlighted
because of the existence of distressed assets, which by definition, are not
being offered for fair market value. This difficulty of determining “market
value” in this manner for utility property is one that has been explicitly
noted by our own courts:
It would be almost impossible for a public utility to have a
market, value, as that term is commonly used, since such
things are not routinely and commonly sold on the public
market. But even so, there would be many elements and
considerations involved in arriving at the price to be paid for

a public utility that would be of no concern in arriving at the

fair value. [Arizona Corporation Commission v. Arizona
Water Company, 80 Ariz. 198, 207, 335 P2d 412, 415 (1959)]
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A third method is the use of RCN. This is the method most consistent with
both past Commission practice in finding “fair value” and is called for by
the Commission’s own SFR regulation. Mr. Bhatti provided the RCN value
for the PWEC assets in his Direct Testimony (Bhatti Direct Testimony at
Schedule AB-5). |

Finally, there is a variant to RCN called “replacement cost new.” Unlike
RCN, which attempts to replicate today the specific asset or assets,
“replacement cost” looks at what it would take to provide the analogous
service, albeit perhaps through a different means or even 'using a different
fechnology. The comparison of Palo Verde to a coal plant that I discussed

earlier 1s an example of an earlier attempt to use this valuation
methodology, as would a comparison of a utility-owned power plant to a
long-term PPA. Because it is a comparative analysis, it avoids some of the
problems of forecasting future revenue streams (DCF) from a single asset
or single set of assets. It is less subjective than “comparable” sales, but still
involves subjectivity in determining what a reasonable surrogate might be
for the original asset being valued and likewise attempts to monetize any
differences between the original asset and the replacement asset. For

example, a coal plant may serve the same base load function as a nuclear

~ plant, but may not bring the same degree of fuel diversity, regulatory risk or

environmental benefit. A simple-cycle gas turbine may be able to replace
the capacity and energy provided by a combined-cycle unit for native load
customers, but it is less efficient, is less able to generate off-system sales
revenues for the benefit of those same native load customers, and is more
difficult to site from an environmental standpoint. Mr. Bhatti does,

however, present a comprehensive “replacement cost” analysis in his
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Rebuttal Testimony. These are compared on the basis of present value
revenue requirements, which I alluded to earlier in my rebuttal. This is

similar to the comparison undertaken by Mr. Salgo, as well.

One final méthod would be to auction off the asset or assets in question.
That, however, has several problems, one practical and others conceptual,
as a means of determining market value. On the practical side, once you
have sold off the asset, it is, by definition, no longer available to serve APS
customers, which was why you were trying to find its market value in the
first place. And if you make the auction “with reservation,” i.e., the seller
can match the highest offer, this will tend to affect the price offered by
others. Finally, the mere fact that the seller is forced to offer its asset for
sale at a time and in a manner not of its choosing may depress the likely
bids.

IF THE COMMISSION SHOULD LOOK AT THE PLANT’S
CURRENT MARKET VALUE INSTEAD OF THE ORIGINAL COST
TO BUILD THE PLANT, HOW CAN THE COMMISSION
DETERMINE THE MARKET VALUE?

I won’t repeat my underlying objection to this departure from prior
Commission practice, and much of my immediately prior answer is
responsive to this question as well. I would add this admonition, however.
Market value is not the value set on an asset or assets by a distressed seller.
Rather, “fair market value” is generally considered the highest price a
property would bring if exposed for sale in the open market.

WHAT POWER PLANTS ARE ON THE MARKET THAT CAN
SERVE ARIZONA CONSUMERS?

Although 1 discuss the responses to our 2003 RFP later in my Rebuttal

Testimony, it is hard to know whether there are yet other plants available
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without knowing the often confidential commitments to in-state or out-of-
state buyers by those generators that did not respond to the RFP. One may
wish to also ask the members of ACPA lthis same question. APS can only go
by what responses it received to its December 2003 RFP. Attached as
Schedule SMW-2RB is a list of those respondents to the RFP that offered to
discuss, with varying degrees of firmness, an asset sale to APS or long-term
PPAs backed by specific plants. I would note that, as indicated on Schedule
SMW-2RB, APS originally received two additional offers from the same
party, both of which were later withdrawn. ‘

E. The Company’s December 2003 RFP and Track B

WHY DID APS ISSUE AN RFP IN DECEMBER OF 2003?

As noted in the RFP itself, the Company has a large and growing capacity
need. Mr. Davis discusses both the scope of the problem and the inherent
risks it presents in his Rebuttal Testimony. The specifics of the reasons for
both the scope and timing of that RFP were fully discussed both in the
Company’s Response of December 24, 2003 to a Motion by ACPA and
durihg the Procedural Conference on such Motion of January 6, 2004. I will
not repeat them here. I would add that the RFP itself was filed with the
Commission at the request of the Commission’s Chief Administrative Law
Judge in Docket No. E-00000A-02-0051.

IS APS INSISTING ON A “REGULATORY OUT” PROVISION AS
PART OF THE RFP AS ALLEGED BY ACPA (TRANEN
TESTIMONY AT 19)?

No. In fact, we are not “insisting” on anything in the sense that APS was

unwilling to either receive or consider firm non-conforming bids during the

- RFP. Most, if not all, of the bids received were non-conforming in one

respect or another. However, even in the Company’s draft asset purchase
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agreement and its draft PPA, which were a part of the RFP documentation,
there was no “regulatory out” provision. There was instead a distinctively

different “regulatory approval” clause. |

IS THE DIFFERENCE SIGNIFICANT?

Very much so, because the requirements and impact of each are quite
different. Under a typical “regulatory out” clause, which is most often
associated with long-term PPAs and not asset purchases, the parties enter
into a contract and begin to transact business pursuant to that cohtract. As it
relates to a PPA, the seller begins to provide and the buyer begins to accept
power deliveries. This may go on for years without incident. However, if
the buyer has a “regulatory out” provision in the agreement, it may at any
time in the future cancel the agreement without penalty or damage if its
regulatory agency refuses at such future date to allow the buyer to collect
all or part of the contract price from the buyer’s customers. That, of course,
is unlikely to ever happen when market prices exceed the contract price and
very much more likely to happen when market prices are below the contract

price.

A “regulatory approval” provision merely means that regulators much
approve the purchase before any money, assets or power changes hands.
This normally takes only a few months, if not less, and is generally required
because the buyer and/or seller need some regulatory approval for either the
transaction itself or to borrow the money for the transaction. Other times
there is uncertainty as to one or the other party’s authority to enter into a
transaction and/or the regulatory treatment of such transaétion, which leads
to the need kto resolve that uncertainty before such a large commitment is

made. Both the buyer and seller are obviously subject to some regulatory
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uncertainty during the approval period, but neither has irrevocably
committed itself to the deal during such period, which is also a far shorter
period than either the term of the PPA or the useful life of the asset, and
this period can be further managed by requiring that the transaction close
within a specified time. “Prior approval” requirements are common, and are
followed 1in, for example, the states of Nevada, Colorado, Kansas, Florida,

Indiana, Iowa, and New Jersey.

HAS APS REQUESTED PRIOR REGULATORY APPROVAL FROM
THIS COMMISSION FOR PREVIOUS LONG-TERM PPA’S OR

- POWER PLANT ACQUISITIONS?

APS received Commission approval of both its long-term PPA (and its
subsequent amendment, most recently in 1998) with SRP and its 30-year
PPA with PacifiCorp. See Decision Nos. 29505 (March 13, 1956); 57459 |
(July 11, 1991) and 61526 (February 19, 1999). The Commission is also
presently entertaining a request for pre-approval of long-term natural gas
transportation agreements as part of its Notice of Inquiry on Natural Gas

Infrastructure (“Gas Infrastructure NOI”).

Although APS has constructed generation plants for which it received
Certificates of Environmental Compliance and financing authorization from
the Commission, APS has never previously sought to purchase generation
assets the size or financial significance of those solicited by this RFP. Also,
this is the Company’s first utility generation acquisition since the Track A
Order, which as I explain later in my Rebuttal Testimony, has caused some
uncertainty as to how the Commission expects or even will permit APS to
secure needed generation resources on a going forward basis. The last thing
APS needs 1s more generation that will not be allowed to serve customers

on the same regulated basis as its existing generation.
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WOULD SOME REGULATORY APPROVAL BE REQUIRED
WHETHER OR NOT EXPLICITLY SET FORTH IN THE
PROPOSED ASSET PURCHASE AGREEMENT?

Yes. Even in the absence of this regulatory uncertainty at the state level,
APS would still need Commission authority to issue debt to finance any
asset purchase. And such purchase could also require FERC approval. With
FERC closely monitoring the acquisition of generation by vertically-
integrated utilities, whether or not involving an affiliate, it could be more
difficult to obtain any FERC approval without a prior Commission finding
that the acquisition was prudent and in the public interest.

DID THE NEED FOR REGULATORY APPROVAL AFFECT THE
PRICES OFFERED TO APS IN THE RFP?

We have seen no evidence of tﬁat, and ACPA offers none - only the
unsupported “opinion” of its witnesses, none of which were, I believe,
actually involved in the RFP bidding. I would therefore rather rely on the
actual bids received and the repfesentations of actual bidders.

DO ANY OF THE CRITICISMS MADE BY ACPA OF YOUR
DIRECT TESTIMONY’S ASSESSMENT OF TRACK B (TRANEN
TESTIMONY AT 20-21) ALSO APPLY TO THE RFP?

No, although I will respond to those criticisms shortly. The RFP was
explicitly for long-term resources. As discussed above, the RFP did not .
even have the partial “regulatory out” provision used for longer-term bids
in Track B, which itself would not have been necessary had Staff supported
or the Commission adopted the “regulatory approval” language urged by
APS. The fact that PWEC was, in essence, locked into some variant of the
Company’s rate base proposal as its de facto bid rather than being allowed
to submit a higher bid in response to the RFP, could not have logically

affected any other bidder except to exert downward pressure on their bids,
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although evidently not much downward pressure given the actual

economics of the bids received.

However, and not withstanding the out-of-context quotes from the
Independent Monitor’s Report in Mr. Tranen’s testimony, my Direct
Testimony concerning Track B was and is 100% accurate. We did get an
unexpectedly low number of “net bids” (i.e., bids that were not mutually
exclusive) from non-PWEC participants, even though APS allowed every
manner of non-conforming bid to be offered, including those that rejected
the provision on regulatory approval. We did not get any bids from existing
owners of generation within the Phoenix load pocket except from PWEC or
any offers to build the transmission needed to bring outside resources into
the Valley. The delay in effectuating the Track B process did cost APS
many millions of dollars, and the $70 million “savings” figure cited so
ofteﬁ is, frankly, meaningless without émswering the question “savings
from what.” And bottom line, if APS had accepted every non-mutually
exclusive bid from every non-affiliate, it would not have satisfied the

Commission-determined “contestable load” for even one year.

DID THE PARTIAL “REGULATORY OUT” PROVISION IN THE
TRACK B CONTRACTS FOR DELIVERIES AFTER 2005 CAUSE
FEWER NON-PWEC BIDDERS AND HIGHER NON-PWEC BIDS?

Again, I saw no evidence that it did. And, the Independent Monitor did not
conclude that it did. The Independent Monitor merely reported that some of
the bidders had made such a claim:

This provision [the regulatory out for deliveries after 2005]
appears to have been acceptable to the marketers that
submitted bids. However, it was identified as one reason
some bidders chose not to provide bids for power to be
supplied after 2005. [Independent Monitor’s Final Report on
Track B Solicitation of May 27, 2003 at 45-46]
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Given that parties could and did propose to eliminate the provision as part
of their Track B bids and also that no non-PWEC bidder offered to reduce
its bid if such provision were eliminated, it is difficult for me to accept that
a few bidders’ unsupported observations establishes as fact such a sweeping
generalization as 1s being made by Mr. Tranen.

WHILE WE ARE ON THE SUBJECT OF TRACK B, IS THE
SUGGESTION BY STAFF AND INTERVENORS THAT THE
APS/PWEC TRACK B CONTRACT IS ITSELF AN ARGUMENT
AGAINST RATE BASE TREATMENT OF THE PWEC ASSETS
CONSISTENT WITH THE TRACK A ORDER’S
PRONOUNCEMENT CONCERNING THE CONNECTION, IF ANY,
TO BE DRAWN BETWEEN TRACK B AND ITS RATE- BASING
DETERMINATION IN THIS PROCEEDING?

No. The Track A Order specifically indicated that the actions being taken by
the Commission would not prejudice the eventual Commission decision as
to whether to rate base the PWEC Arizona assets: “In authorizing this
proceeding [Track B], we are not predetermining the relative merits of the
[rate-base] 1ssues to be addressed.” Decision No. 65154 at 33-34. Staff’s
repeated observations about needing to preserve, apparently at all costs
(quite literally, given Mr. Bhatti’s analysis demonstrating that foregoing
rate-basing for the last two years of the APS/PWEC Track B contract will
result in higher costs to customers) the APS/PWEC Track B contract ignore
that Commission directive.

HAVE THE ACPA WITNESSES PROVIDED ANY EVIDENCE THAT

THEIR CLIENTS ARE READY AND WILLING TO MEET APS
CUSTOMER NEEDS IN ‘A RELIABLE, COST-EFFECTIVE

- MANNER?

No. They point to situations elsewhere in the West in which utilities have
either voluntarily or been compelled to seek new resources from the

market. The fact that they may have succeeded in making deals of some

sort tells this Commission nothing about the economics of the underlying
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transactions or the likelihood that the suppliers can or will be able to deliver
under the terms agreed upon in the years ahead. As I later discuss in the

context of retail access, it is important not to confuse activity with

achievement, let alone success.

But given the results of Track B, the present. Company RFP and the
economic analysis presented by Mr. Bhatti and Dr. Hieronymus of long-
term market prices, it should come as no surprise that ACPA and the
individual merchant intervenors have not presented even anecdotal
evidence that the wholesale market is now a safe place for APS customers
to entrust their future or that the resource planning equivalent of “working
without a net” (in the form of a strong asset-backed resource plan) is
anything other than a high-risk undertaking for the Company. Similarly,
their refusal to provide such evidence during discovery or their claims that
such evidence is somehow “irrelevant” are to me reminiscent of the car
salesperson that wants to talk about the car’s features and not the price.
HAVE ACPA AND OTHERS MADE THE RFP AND THE RFP
RESULTS AN ISSUE IN THIS CASE?

Yes. In fact, all the statements made about the Company’s failure to
“market test” this or provide “market value evidence” of that in the
testimonies of ACPA witnesses\ Dr. Kalt (Kalt Testimony at 14) and Mr.
Tr\anen (Tranen Testimony at 17), as well as Mr. Salgo (Salgo Testimony at
13), RUCO witness Mr. Schlissel (Schlissel Testimony at 28), AECC
witness Mr. Higgins (Higgins Testimony at 23), and finally, Staff witness
Ms. Jaress (Jaress Addendum to Direct Testimony at 3) have done precisely
that. This has placed APS in an exceedingly difficult situation. It can not

respond to these charges or respond to them only on the conceptual and
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policy levels or solely through computer modeling of the market, thus
perhaps leaving the false inference that the actual RFP results do not
support the rate-basing of the PWEC assets. Or APS can provide the
Commussion with this information to use as it finds appropriate. In’ this
latter case, APS needs to also attefnpt to preserve the confidentiality of both
the bids and the plant information provided by the bidders, especially

during the still ongoing negotiation process.

HOW CAN THE COMMISSION RESOLVE THIS CONUNDRUM?

One solution, and that originally proposed in the Company’s Response to
the ACPA Motion that led to the present situation, is to rule that the
PWEC’s assets’ market value is irrelevant to the rate base issue. This would
require the Commission to strike some of the testimony in this proceeding,

including that filed by the Company in rebuttal to Staff and intervenors.

An alternative answer, and that chosen by the Company in the absence of
guidance from the Commission as to the relevance of market value
evidence (the Procedural Order of J anuary 8, 2004 expressly reserved any
ruling on the relevance of the RFP), is to provide some high-level
information on a non-confidential basis, similar to the Report filed on
January 27, 2004 in conformance with the January 8th Procedural Order. In
addition, Mr. Bhatti has conducted analyses of the actual bids, without
attribution to any specific bidder, both as against the PWEC rate-base
proposal and in comparison to the Company’s computer modeling of
market values used for its DCF and replacement cost studies. To further
preserve bidder confidentiality and to prevent those participating in the RFP
from gaining an advantage in that process through their access in this

proceeding to the Company’s specific internal economic analysis of their
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own bids, Mr. Bhatti has submitted portions of his Rebuttal Testimony
under seal, and APS has provided them to Staff and intervenors on a

confidential and/or redacted basis.

COULD YOU GIVE AN OVERVIEW OF THE RESULTS OF THE

RFP?

Yes. There are several broad observations and conclusions to be drawn
from the bids received and the Company’s analysis of those bids, as is
discussed in the Rebuttal Testimony of Mr. Bhatti:

L. the PPAs offered would be consistently and
substantially more costly to APS and its customers
over their term than would an asset purchase and
subsequent rate-basing for an identical term of years,
even before consideration of the costs associated with
the additional credit support that would be required for
many of the proposed PPAs. Such support (for
example, through letters of credit) would be necessary
to protect APS and its customers from the default risk
inherent in all long-term agreements, but which is
especially acute in the merchant power industry;

1. none of the firm asset purchases offered (excepting
that offer which was later withdrawn) was comparable
in size or type to the PWEC assets;

111. the pricing of the PPAs under the RFP was consistent
with the Company’s modeling using the GEMAPS
program described in Mr. Bhatti’s Direct Testimony;

iv. no bidder suggested that the “regulatory approval”
provision materially affected its bid; and,

V. in sum, the RFP did not elicit any “fire sale” bargains.
WHAT USE SHOULD THE COMMISSION MAKE OF THE
INFORMATION YOU HAVE PROVIDED AS WELL AS THAT OF
MR. BHATTI?
As I have indicated previously, I believe that traditional criteria should be
applied to the PWEC assets in determining whether and how to include

them in the APS rate base rather than some estimate of current “market

value.” Moreover, there are also strong equitable reasons for including the
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PWEC assets in the Company’s rate-base. However, I do find it reassuring,
and I hope the Commission finds it reassuring, that the APS Resource
Planning tools are fundamentally sound in their analytical ability and that
the PWEC assets will provide- long-term value for APS customers

irrespective of who built them or why they were built.

RESOURCE ACQUISITION

WHAT ISSUES ARE BEFORE THIS COMMISSION REGARDING
THE COMPANY’S FUTURE RESOURCE ACQUISITION
ACTIVITIES?

There are key policy issues that are fundamental to many of the assertions
made by other parties in this proceeding. They concern questions about the
Company’s status as provider of last resort and whether we are required or
allowed to acquire new “steel in the ground” in addition to other resources
in order to fulfill this responsibility in a prudent manner. And if the answer
to the latter question is “yes,” what will bé the ratemaking criteria for such
newly constructed or acquired generation? Lastly, for whom (all customers,
including those that can or have chosen alternative suppliers, or only a
subset of such customers) shduld APS be planning to acquire long-term
resources, whether they are new plants, PPAs, or a combination of the two?
The Company believes that it is important for the Commission to resolve
these issues in this proceeding and provide direction for the future, which is
critically neéded for such important questions. Simply put, APS asks the
Commission to restate or otherwise confirm that:

J APS has the obligation and right to evaluate and
effectuate the construction or acquisition of utility-
owned generation as part of its overall resource
planning and acquisition functions

J Any such new utility-owned generation resources, as
well as purchased power agreements, will be evaluated

for ratemaking purposes using the same criteria and
standards as applied previously by the Commission to
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the Company’s now-existing generating resources, and
if found to meet those criteria and standards, will be
afforded full cost-of-service treatment for so long as
they are dedicated to the use of APS customers

. APS has the obligation and right to plan and provide
resources as “provider of last resort” (“PLR”) to all
potential customers within its designated service area
regardless of consumption or end-use unless and until
specifically relieved of such obligation by order of the
Commission, notwithstanding A.R.S. Section 40-
202(B)(5), which purports to limit the Company’s PLR
responsibility to only those customers or potential
customers using 100,000 kWh or less per year

o APS has the authority, without further Commission
action, to join a regional transmission organization
(“RTO”) in conformance with FERC initiatives and the
Commission’s Electric Competition Rules
I addressed some of these issues in my Direct Testimony (Wheeler Direct
Testimony at 22, et seq.) and again in an earlier part of this rebuttal, and
although one Staff witness has acknowledged that “clarity” is needed on at

least the first of these issues (Salgo Testimony at 12 and 25), that testimony

does nothing to advance that “clarity,” and another Staff witness appears to

| disagree with even the need for “clarity” (Jaress Testimony at 26, line 20

through 27, line 4). Indeed, the fact that Staff itself appears to havé
achieved no consensus on how APS should be planning to serve customers
post-2006 1is itself a compelling reason for the Commission to exercise its
authority to clearly estabhsh,. or perhaps more accurately, restate
fundamental regulatory policies in this critical area. The second issue is a
corollary to the testimony of intervenors AECC and CNESE concerning

“no stranded costs” and of CNESE’s “core/non-core” proposal.

As stated, APS believes that it is currently responsible to serve customers in

our service territory in a reliable and prudent manner. As part of this
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responsibility, the Company must plan for and acquire an appropriate
portfolio of resources, which I believe should include both Company-
owned power plants and wholesale purchases, as appropriate. We believe
that wholesale purchases, along with renewables and demand-side
managenﬂent (concerning which there appears to be no issue with regard to
at least the latter two as to either the Company’s authority to engage in such
activities or the ratemaking standards to be applied regarding those
activities) can be an important part of the resource portfolio, but an over

reliance on the market can unduly subject customers to the related risk of

- greatly fluctuating prices, insufficient supply, supplier default, or a

combination of all three.

WHY DO THESE ISSUES EVEN REQUIRE CLARIFICATION?

The reasons vary to some extent, although they all relate to this state’s
initial restructuring plan and then the “change in direction” triggered by
Decision No. 65154. Consequently, I will address each issue separately.

A. Ability to Construct or Acquire New Utility-Owned Generation

Since initiating its “Generic Proceeding Concerning Electric Restructuring
Issues” 1n early 2002 (Docket No. E-00000A-02-0051), the Commission
has issued two orders, Decision No. 65154 and Decision No. 65743 (March
14, 2003), respectively referred to as the Track A and Track B Orders.
These Decisions have dramatically altered the path of electric restructuring
previously established in Arizona by the Commission’s FElectric
Competition Rules and by the 1999 APS and Tucson Electric Power
Company (“TEP”) Settlements approved in Decision Nos. 61973 and
62103 (November 30, 1999). Under the Electric Competition Rules, APS

was required to divest almost all of its existing generation and was
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forbidden from constructing new generation, excepting (in both instances)
for small amounts related to the Environmental Portfolio Standard. All
necessary approvals for such divestiture were granted by the Commission
in its approval of the 1999 APS Settlement, wherein it found that
divestiture was in the public interest. See Rule 1615 (A) and A.A.C. R14-2-
1618; and also Decision Nos. 61973 and 63354. All future (post-2002)
power requirements for APS and TEP were to come from the wholesale

generation market.

The Track A Order prohibited divestiture by APS and TEP of “Iinterests in
any generating assets.” Decision No. 65154 at 32. Thus, this Decision
required APS to remain a vertically-integrated “traditional” electric utility.
And in doing so, the Commission explained its actions by declaring:

In retrospect, it was a good idea to delay divestiture and

competitive procurement in the APS and TEP Settlement

Agreements, given what has happened in the last two or so

years, including the experience in California; the market

volatility and illiquidity; and the lack of public confidence in

the transition to electric deregulation and ability of regulators

to prevent price spikes, ensure reliable service, and prevent

bankruptcies. Even today, there is not agreement amongst

economists, much less regulators, as to why and what

happened in California, happened, and how to prevent a

similar or related occurrence. [Decision No. 65154 at 22.]
In the same Decision, the Commission also “modified” Decision No. 62416
“which approved APS' Code of Conduct but also prohibited APS from
providing competitive generation.” Id. at 26-27. The Track A Order did not
indicate precisely how it was “modifying” Decision No. 62416, but the
clear inference was that the modification of the prior Decision was to allow
APS to own and acquire generation that would be subject to traditional
cost-of-service regulation. In compliance with the Track A Order, the

Company filed a revised Code of Conduct on November 12, 2002.
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Despite the above actions, and the Track A Order’s pointed criticism of the
wholesale power market, the Track A Order did not establish clear direction
about how APS was to approach future generation resource needs. There
was no specific mention about either the ability of APS to construct or
acquire pew generating plants or, perhaps more importantly, what would be
the ratemaking treatment of such future resource additions. Instead, the
Commission merely indicated that: '
. we will require APS and TEP to acquire, at a minimum,

any required power that cannot be produced from its own

existing assets, through the competitive procurement process

as developed in the Track B proceeding. The amount of

power, the timing, and the form of procurement shall be

determined in the Track B proceeding.

[1d. at 23 (footnotes omitted).]
In the subsequent Trabk B Order, the steadily growing confusion over the
future responsibility for meeting the reliability needs of customers and the
Company’s ability to prudently plan for and meet those needs other than
through reliance on an unstable and unpredictable wholesale power market,
became even more evident. The Commission required the Company to
conduct a competitive solicitation both to satisfy its “unmet needs,” as
defined therein, and to seek economic alternatives to its existing “must-run”
generation within transmission-constrained portions of the APS service
area. Yet, at thé same time, the 'Ordef indicated that: “[T]his Order 1s not
intended to- change the current rate base status of any such existing
[generating] assets.” Decision No. 65743 at 16. APS was further required to
file with the Commission a so-called “secondary procurement protocol” to

acquire purchased power needs that remain unmet by the initial Track B

solicitation. See Decision No. 65743 at 77.
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Neither the Track B process approved in Decision No. 65743 nor the
Secondary Procurement Protocol required by such Decision provided a
means of evaluating, let alone acquiring, long-term resource acquisitions..
There was no mention in either the Tra’ck B Order, or the Staff Solicitation
Process adopted by said Order and attached thereto as Exhibit A, of the
option of building or buying a power plant and thereafter operating it for

the benefit of APS customers under traditional cost-of-service principles.

The Track B Order further declined to provide for any Commission pre-
approval of individual resource decisions by APS and TEP, or to reinstitute
an integrated resource pianning (“IRP”) process approving on a more
generic level, a utility’s plan to meet its reliability obligations. Moreover,
the Track B Order was silent even as to the standards for post hoc review

by the Commission of such resource decisions in future rate proceedings.

As discussed previously, the Company is in the midst of efforts to secure
additional long-term resources under the assumption that it remains
responsible for planning and acquiring resources necessary to serve all
existing and future customers within its service territory and has recently
submitted a 10-Year Plan calling for over $1 billion in new high-voltage
transmission infrastructure in part to support those resource acquisition
efforts. Rate-basing of the PWEC generation, as is proposed in this rate
case, 1s essential but does not solve the problem of procuring additional
long-term resources, even though it certainly will reduce the potential
severity of that problem, especiaily over the life of that generation. But
including the PWEC generation, Mr. Davis’ Rebuttal Testimony indicates a
shortfall of over 1400 MW by 2007, which will grow to over 3000 MW by

2011. The Secondary Procurement Protocol was primarily designed for

45




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

short-term resource acquisition, as was the original “Track B” process, and
as stated above, neither process expressly provides for the evaluation of

utility-owned generation under traditional utility cost-of-service principles.

APS and Staff appear to interpret the pre-Track A Commission
pronouncements differently when it comes to new utility-owned generation,
and when this is combined with the seemingly contradictory language in
both the Track A and Track B Orders, language that focuses exclusively on

purchased power solutions to the Company’s growing resource needs, it is

~abundantly evident that some clarity and regulatory certainty needs to be

brought to the areas of APS resource planning and resource acquisition.
The Commission can do so by stating clearly and unambiguously that APS.
can and has the obligation to build or buy new utility-owned generating
facilities if and when APS, in the exercise of prudent managerial judgment,
reasonably believes, bbased on then-existing facts and circumstances, such
construction or acquisition to be in the best long-term interests of its
customers, not withstanding any language in the ‘Track A and Track B

Orders to the contrary.

Such a declaration of regulatory policy is not startling or revolutionary. It
merely restores to APS the ability it had to make decisions to protect
reliability that the Company enjoyed prior to the Electric Competition
Rules. This is the same authority that most ofher electric utilities in
America, including SRP, has today and one that APS has exercised with
skill and prudence in the past. Given the stakes involved, the alternatives to
establishing clear and consistent regulatory policies serve neither the
Company and its customers nor this Commission, whether that alternative

be a retreat by APS from utility asset-backed resource expansion (a move
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that Mr. Bhatti’s analysis shows would greatly' increase costs to our
customers) or a need to individually bring every significant resource
decision to the Commission for pre-approval of its eventual ratemaking
treatment. |

HAS THE TESTIMONY OF STAFF AND INTERVENORS
ADDRESSED THIS ISSUE?

No. As I alluded to earlier, Staff and most intervenors approached resource
planning and acquisition only in a very limited and tangential way and,
unfortunately, not with recommendations that will clarify these issues on a
going forward basis. I am disappointed that insufficient attention was paid
to the longer term challenges of how electricity will and should be provided
to our cﬁstomers, what obligations utilities such as APS will have, and the

role of competitive markets.

Instead, Staff’s and certain of the intervenors’ analysis of the PWEC assets
was dominated by short-term considerations — specifically the concern
about the overstated benefits in 2005-2006 from the Track B PWEC/APS
agreement — and relied on little more than speculation for the years after
2006. This seems in direct contradiction to the admonition of a unanimous
Commission in the ACC Policy Statement Regarding New Natural Gas
Pipeline and Storage Costs dated December 18, 2003, which resulted from
the Commission’s groundbreaking Gas Infrastructure NOI. Therein, it was
stated that “Arizona utilities should plan for natural gas infrastructure needs

on a long term basis, recognizing that some decisions may not necessarily

lead to the lowest cost in the short term.” Id. at 2 (emphasis supplied).

RUCO, which at least conducted a life-cycle present value analysis, then

proceeded to ignore the results of that analysis, which supported the
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Company’s rate base proposal, and instead allowed itself to get diverted by
shorter-term factors such as when the “cross-over” point occurs for this or

that PWEC asset. And AECC did not bother to look beyond the lower

revenue requirements of the Track B contracts in 2005 and 2006 before

'concluding that the longer-term option of rate-basing the PWEC assets

should be rejected.

The testimony of Staff and these intervenors seems to reflect a dangerous,
and so far unjustified, faith that a competitive market already found by the
Commission to be dysfunctional, a market which has to date responded
poorly to the two competitive solicitations held by the Company and a
market that is littered with players in financial distress, will nonetheless
somehow prbvide adequate, reliable power supplies in 2007 (after the Track
B contracts are expired) at prices and on terms and conditions better than
that offered by the Company’s PWEC rate-basing proposal. Faith may not
demand proof, but this Commission should demand that there be more than
just opinion and theory before rejecting the sweeping economic analyses
presented in this proceeding demonstrating the long-term economics of
rate-basing the PWEC assets.

DID NOT RUCO WITNESS SCHLISSEL ADVOCATE INSITUTION
OF AN IMMEDIATE IRP PROCESS TO DETERMINE FUTURE
RESOURCE REQUIREMENTS FOR THE COMPANY AT THE
EXPIRATION OF THE TRACK B AGREEMENTS?

Yes, and although APS disagrees with his specific recommendation in this
regard, I can agree that IRP is one means to vet the kinds of resource
planning, resource acquisition and ratemaking standards issues discussed

both in my rebuttal and in my Direct Testimony. However, it historically

has been a very inefficient and time-consuming process that did not result
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in the sort of clarity in either objectives or means that is necessary here. It is
also a process explicitly rejected by the Commission in its Track B Order.

See Decision No. 65743 at 47.

PLEASE EXPLAIN.

APS went through two full IRP triennial cycles in 1989 and 1992. It
submitted a third IRP filing in 1995, but there was never a hearing on that
filing, as the Commission suspended IRP in Decision No. 60385 (August
29, 1997). The 1989 IRP proceeding was not finally complete until the
issuance of Decision No. 57589 (October 29, 1991). The 1992 filing also
took a significant period of time, not being concluded until the middle of
1994. See Decision No. 58643 (June 1, 1994). And neither of these
proceedings mvolved construction or acquisition of a power plant or even
the solicitation of a long-term PPA. Moreover, at the end of the process, all
the Commission determined was whether the APS resource plan was or was
not “consistent” in some unspecified manner with the resource plan
advocated by Staff. There was no determination as to which plan or
combination of plans was deemed prudent, let alone “least cost.” There was
certainiy no “approval” given for any particular resource option. Thus, IRP,
af least as it was practiced in this jurisdiction in the early 1990s, even if it
could be concluded in a timely fashion, would not bring the requisite
closure on the issues raised in this proceeding.

B. Ratemaking Standards and Criteria for New Utility-Owned
Generation

WHAT IS THIS ISSUE ALL ABOUT?
Although closely related to the previous issue, APS believes it equally
important that all potential resource acquisitions be on a “level playing

field” when it comes to their prospective ratemaking treatment. By raising
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this issue, it 1s not the Company’s intent to ask for any sort of generic “pre-
approval” of unspecified resource additions. Clearly, any such pre-approval
should be limited to specific proposals, whether those proposals are new
power plants or new long-term power agreements. However, it 1s important
that the evaluative ratemaking criteria and standards to be applied to
resource additions be understood in advance and that they not bias the

resource decision itself.

In the Track A Order, Staff is quoted as recommending that “if a utility

- chooses to retain its [generating] assets, . . . the Commission should apply

cost-of-service principles when setting rates.” Decision No. 65154 at 11.
Although the Commission itself did not appear to take issue with that
recommendation, neither did it expressly adopt the Staff position, although

Staff’s recommendation was clearly consistent with Arizona law.

In the Track B Order, the Commission’s language about preserving “the
current rate base status of any such existing [generating] assets” (Decision
No. 65743 at 16) gave a clearer indication that existing utility-owned
generation would continue under traditional cost-of-service regulation and
that the issue of plant retirement would be evaluated under traditional
economic criteria rather than through environmentally-based mandates, but
the Order was silent on the ratemaking regime that would be applied to
future utility-owned generation. And the language used with regard to even
purchase power agreements was vague and possibly contradictory:

To the extent that the utilities need guidance as to the [rate]

review of their procurement decisions, among the issues the

Commission may look to are: (1) whether the process was

fair and non-discriminatory, or whether it favored an

affiliate; (2) evidence to support that the decision was in the

best interests of ratepayers; and (3) whether the utility’s
decision facilitated the development of a competitive
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wholesale generation market in Arizona. [Decision No.

65743 at 65 (emphasis supplied.]
Because the short list of criteria given was expressly declared to be a non-
exclusive list, with no firm commitment by the Commission to even
consider the criteria that were hsted, and there was no hierarchy established
as to which criterion was considered by the Commission to be most
important, which least important, how compliance would be measured or
evaluated, and so on, the quoted language is, frankly, of limited value in

making intelligent resource decisions and did nothing to clarify the

| uncertainty created by the Track A and Track B Orders.

Aside from the lack of establishing any priority among even complimentary
evaluative criteria, there is no hint as to what to do if one or more of the
listed criteria are not complimentary, as they \quite likely will be in actual
practice. For example, depending on what is meant by the phrase, “the
development of a competitive wholesale market in Arizona” such a goal

may not be synonymous with “best interests of ratepayers” or, in every

~instance, even compatible with such interests if that market’s

“development” requires customers to accept lower quality service and
higher prices. And what if providing APS customers “with reliable power at
the lowest costs” conflicts with acquiring power that has the least impact on
“air quality and water issues,” which were both considerations mentioned
by the Track B Order? Decision No. 65743 at 81. The Commission’s old
IRP process, despite its flaws, at least provided a regulatory mechanism to
address, if not resolve, often conflicting regulatory goals such as those

identified in the Track B Order.
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In the case of purchase power contracts, the federal “filed rate doctrine”
provides limits to the state’s ability to disallow cost recovery of otherwise
prudently entered into power agreements, thus potentially limiting the harm
caused by the lack of evaluative standards in the Track B Order. However,
there is no comparable federal doctrine applicable to utility-owned power
plants. This lack of certainty, not of the eventual regulatory result itself
(rate base or no rate base, or rate base at less than full cost-of-service), but
the regulatory standards by which the result will be evaluated, places the
option of utility-owned generation at a very significant disadvantage
compared to purchase power alternatives. To expect utilities to commit up
front hundreds of millions of dollars of investor funds without a clear
understanding of the “rules of the game” is to expect a degree of trust by
investors that is simply not likely to be forthcoming in today’s chaotic

financial markets.

This Commission has spoken out in support of the need to encourage long-
term planning and basic infrastructure investment. Its policies in the areas
of power plant and transmission line siting and in the evaluation of
transmission adequacy have supported those words with actions. The

Commission is likewise taking needed steps to encourage gas storage and

transportation options for gas users in Arizona. Indeed, those who view the

quality of regulatory support only in terms of equity returns and accelerated
capital recovery often overlook the equally important, if not more
important, role played by regulatory policies that provide, on a timely basis,
certainty as to the standards regulators will apply in determining those

returns and the rate of capital recovery, and regulatory policies which allow
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management the flexibility to meet those standards in a cost-effective and

timely manner.

The present request provides the Commission with a unique opportunity to
reaffirm the ratemaking standards that have become well-understood and
accepted by the utilities and utility investors for many decades and upon
which they have invested many billions of dollars in Arizona infrastructure.
This in no way limits the Commission’s ability to formulate appropriately
developed and prospectively-applied new criteria and standards to as of yet
unmade resource decisions, whether those be environmental in nature or
more linked to some measurement of competitive market impact. Indeed,
the Track B Order expressly contemplates the potential development of
“environmental risk management” and demand-side management policies

that could be applied to future resource decisions. Decision No. 65743 at

. 78. However, until these or other explicit evaluative criteria and standards

are developed and adopted by the Commission, APS should be able to
make choices based on the traditional criteria that look to actual and
anticipated life-cycle benefits for customers, both economically and from
the standpoint of reliability (including reliability of fuel source), with the
assurance that any new standards and criteria for rate base or cost-of-
service recognition will not be thereafter applied retroactively.
C. PLR Responsibility and Future Stranded Costs

1. PLR Responsibility
WHAT DO YOU MEAN BY “PLR”?
PLR, or “provider of last resort,” means that APS has the obligation to
provide fully-bundled electric service on demand and pursuant to the terms,

conditions and prices set by this Commission, to anyone in its service area
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for which the Compahy has such PLR res‘ponsibility. Correspondingly, to
have PLR obligations carries with it a corollary obligation to prudently plan
sufficient resources to meet that PLR public service duty.

DOESN’T APS HAVE A UNIVERSAL PLR OBLIGATION FOR ITS
ENTIRE SERVICE AREA?

Well, that clearly has been the case in the past. And APS believes that
nothing in the Electric Competition Rules was meant to abrogate its
“responsibility to provide reliable and reasonably priced service to [its]
customers.” Decision No. 65154 at 31. This requires APS to “furnish and
maintain such service, equipment and facilities as . . . will be in all respects
adequate, efficient and reasonable.” Id. at 31-32 (quoting from A.R.S.
Section 40-361). And although APS agreed to the Commission’s
modification of its certificates of convenience and necessity (“CC&N”) in
Decision No. 61973 to the extent necessary to allow ESPs to provide
Commission-designated “Competitive Electric Service,” the Commission
did not modify the Company’s CC&N to eliminate the pre-existing
requirement that APS serve or offer to serve all applicants for service

within its service area at just and reasonable rates.

In HB 2663, which became the Arizona Electric Competition Act, there is

no definition of the term PLR. However, using the curiously indirect
language prevalent throughout that Act, A.R.S. Section 40-202 (B) states
that:

In order to transition to competition for electric generation
service, the commission’s authority is confirmed to:

5. Require the electric distribution utility that is
a public service corporation to act as the supplier of
last resort for electric generation service for every
retail electric customer within its electric
distribution service territory whose annual usage is
one hundred thousand kilowatt hours or less if
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other electricity suppliers are unwilling or unable to
supply electric generation service and whose
electric generation service has been discontinued
through no fault of the retail electric customer.

Read literally, the provision could be construed as attempting to limit APS’
PLR responsibility to only those customers using 100,000 kWh or less per
year, and only to even these smaller customers under very specific
circumstances. As such, it would not only conflict with the service
obligation described above, but with that set forth in A.A.C. R14-2-1606
(A) [“Rule 1606 (A)”]:

Until the Commission determines that competition has been
substantially implemented for a particular class of consumers
(residential, commercial industrial) so that all consumers in
that class have an opportunity to participate in the
competitive market, and until all Stranded Costs pertaining
to that class of customers have been recovered, each
Affected Utility shall make available to all the consumers in
that class in its service area, as defined on the date indicated
in R14-2-1602, Standard Offer bundled generation,
transmission, ancillary, distribution, and other necessary
services at regulated rates.[Emphasis supplied.]

Customers using more than 100,000 kWh per year accounted for some 36%

of the Company’s 2003 peak demand and 50% of annual energy
sales. From a planning perspective, it is critical for APS to know whether it
does or does not need to plan new resources to meet this significant
customer demand in its service area. To not know risks either an
unnecessary over—commitmenf by the Company to new resources that may
well impose future costs on the Company’s smaller customers, or
alternatively, the possibility of crippling shortages and curtailments, with
resultant loss of employment and general economic activity within much of
Arizona. APS does not believe that the conditions stated in Rule 1606 for

termination of the Standard Offer service option to any class of APS
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customer have been satisfied, or that it would be a particularly good idea to
eliminate this option for these larger customers even if they had been. As
was seen back in 1999-2000, ESPs can disappear as quickly as they arrive,
especially when market conditions are bad. If there is no existing
infrastructure investment by the incumbent utility to provide substitute
service, APS customers may find themselves “high and dry” with few if
any options to simply foundering on their own in what is then likely to be
another chaotic power market.
D. APS Authority to Join an RTO
RUCO WITNESS DR. RICHARD ROSEN SUGGESTS THAT APS
NOT BE PERMITTED TO JOIN A FERC-APPROVED RTO. WHAT
IS YOUR RESPONSE?
The Electric Competition Rules have long supported the concept of a
regional transmission organization under FERC jurisdiction. Specifically,
A.A.C. R14-2-1609 (C) states:
The Commission supports the development of [a] Federal
Energy  Regulatory = Commission-approved  Regional
Transmission Organization (RTO) . . . The Commission
believes such organizations are necessary in order to provide
non-discriminatory retail access and facilitate a robust and

efficient electricity market.

Later, in subsection (F) of that same Rule, the Commission directs
that:

Each of the Affected Utilities shall make good faith efforts to
develop a regional, multi-state Independent System Operator
or Regional Transmission Organization.

In addition, Section 7.6 of the 1999 APS Settlement, which this

Commission approved and adopted in Decision No. 61973, requires the

Company to support and join an RTO.

APS has, in fact, made more than a good faith effort to develop this

region’s FERC-approved RTO, WestConnect, and has been a leader in
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attempting to form that entity and in securing its FERC approval. Lately,
some long-time participants in WestConnect (e.g., Public Service
Company of New Mexico) have received mixed signals from their state
regulators concerning continued involvement in WestConnect, and there is.
the continued challenge of ensuring the essential participation of non-
jurisdictional entities not directly subject-to FERC’s mandates. As an
original founder of this RTO and as an Affected Utility acting pursuant to
Commission direction and approval, APS believes it appropriate for the
Commission to confirm that Rule 1609 and Decision No. 61973 already
provide whatever Commission authorization is necessary for the Company
to join and participate in WestConnect or other FERC-approved regional
transmission organization so long as that participation does not vest any
ownership interest in APS transmission facilities in WestConnect. This
would permit APS to continue to take a leadership role in persuading other
regional transmission owners, both public and investor-owned to “stay the
course” with WestConnect or some similar RTO, should circumstances
require modification or evolution of WestConnect as presently

contemplated and organized.

1. Future Stranded Costs

ARE PLR OBLIGATIONS AND THE POTENTIAL FOR
STRANDED COSTS LINKED?

Absolutely. CNESE witness Fulmer recognizes this, and although APS
disagrees with his proposed modification of our service obligation' to
certain customers, Mr. Fulmer is clearly addressing the right issue. Mr.
Higgins, on the other hand, seems to want the security of an incumbent
utility with a PLR obligation to his clients and the right to choose another

energy supplier, but also at the same time to be free of even the potential for
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VI

incurring future “stranded cost” responsibility. At this point, I need to refer
the Commission to Section VIII of my Rebuttal Testimony wherein I
discuss the futility of seeking to always have the best of both regulation and
competition and about that being an unrealistic expectation, with the need
to establish the appropriate trade-off between sometimes conflicting goals.

Here is a perfect example.

PLEASE EXPLAIN.

If APS has the obligation to secure resources for a customer that also has
the ability to leave APS for another supplier, there will always be the
possibility that this departure will leave APS with what are now unneeded
resources, or with resources that have a lower level of utilization and thus
higher per unit costs. Regulators can minimize the problem to some extent
by requiring notice before a customer may leave for direct access or, as is
suggested by CNESE, modifying the PLR responsibility for certain
customers, but they cannot eliminate the pbtential for “stranded costs”
unless they get nd of PLR obligations entirely with regard to energy
supplies. As it is, there is no escaping the fact that when customers leave an
incumbent utility, there is the potential for higher per customer costs for
those who stay. One can either assess those costs on the departing customer
through an “exit fee” or a “stranded cost” charge (or a combination of both)
or charge the remaining customers more. There is no magic wand that can
simply make the costs go away, and there is no basis for requiring utility
investors to absorb costs they were legally-required to incur in satisfying

the Company’s PLR obligations.

THE 1999 APS SETTLEMENT
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HAVE APS AND ITS AFFILIATES BEEN HARMED BY THE
FAILURE TO RECEIVE THE ITEMS BARGAINED FOR IN THE
1999 SETTLEMENT?

Yes. I find it astonishing that some would say we have not, or more
surprising, that APS has actually come out better than it could have
anticipated under the 1999 APS Settlement. (Jaress Testimony at 7, Smith
Testimony at 12, Diaz Cortez Testimony at 18, and Higgins Testimony at

17.)

HOW HAVE APS AND ITS AFFILIATES BEEN HARMED?
Let me first recount again the tally of what APS gave up and what it and its

affiliates were to receive.

On the “give up” side of the ledger, we have:

over $400 million in rate decreases through June of 2004
e a moratorium on rate increases through June of 2004

e 2 $234 million write-off of costs the Commission had already
determined the Company could fully recover

o the loss of 1/3 of divestiture-related costs, even though those
also would have been fully recoverable under a previous (to
the Settlement) Commission order

o the surrender without a fight (and without compensation) of
its exclusive CC&N to provide what were now deemed as
“competitive electric services”

o the dismissal with prejudice of what has to date proven
successful litigation (by others not so bound) against the
Electric Competition Rules, including the very Commission
Rule that compelled divestiture in the first instance

On the “get” side, APS or its affiliates were to receive:

o the ability to divest its existing generation to an affiliate or
affiliates, which divestiture in turn became the basis for an
entire business plan

e certainty as to amount of potential “stranded cost” recovery it
would receive under varying assumptions as to the scope and
timing of customer loss to direct access
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e the ability to timely recover from (or pass along to) its
customers higher (or lower) power supply costs after June 30,
2004 through a rate adjustment mechanism

e the waiver of substantive affiliate rule restrictions on
transactions by and between non-APS entities in the Pinnacle
West group

e the waiver of certain non-substantive affiliate reporting
requirements on the part of APS

o the rescission or amendment of certain prior individual
Commission reporting orders that were either duplicative of
others or had already been mooted by subsequent events

e the promise of a Staff investigation into whether some
statutory requirements for public service corporations should
be waived as to competitive services provided either by APS
or its affiliates pursuant to the authority granted the
Commussion in the Electric Competition Act

e a commitment that any regulation by the Commission of

PWEC would not differentiate between PWEC and other
merchant generators based on PWEC’s affiliation with APS

The first, fourth and fifth “gets” have subsequently either been denied or
revokéd.'S_ee Decision Nos. 65154 and 65796. The sixth “get” was non-
monetary in nature and reduced the reporting burden on the Commission as
much as the Company. The third “get” was only partially granted even in

prinéiple, and both Staff and RUCO would take that away before APS had

received so much as a nickel of cost recovery under its provisions. The

4second of these “gets” ended up garnering the Company all of $ 1 million.

The seventh, an investigation to determine whether statutory waivers were
appropriate, has never taken place in the four plus years since approval and
adoption by the Commission of the 1999 APS Settlement. The eighth and
last “get” 1s belied by the numerous restrictions placed on PWEC under
Track B, and as a result of the Track A and financing orders. It’s little

wonder that APS believes it and its affiliates have been treated unfairly.
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STAFF WITNESS SMITH TESTIFIED THAT AT LEAST SOME OF
THE RATE DECREASES CALLED FOR IN THE SETTLEMENT
WOULD HAVE HAPPENED ANYWAY (SMITH TESTIMONY AT 8).

"WHAT IS YOUR RESPONSE?

That’s speculation of the highest order and not supported by any revenue
requirements analysis, either contemporaneous to the Settlement or as part
of Ms. Smith’s testimony. There was no rate case then pending, and both
this proceeding and the one litigated case before this one (Docket No. U-
01345-90-007, et al.), the latter of which lasted nearly two years, not
including the time it took to put together the rate filing to begin with, show
them to be massively time-consuming undertakings even under the best of
circumstances. Moreover, in ifs appellate brief defending the 1999 APS
Settlement, the Commission characterized the Company’s rate reductions as
“voluntary” and argued that APS may voluntarily agree to “forego revenue

to which it would otherwise be entitled.” Commission Response to Opening

Brief of Arizona Consumers’ Counsel at 19, Arizona Consumers’ Counsel v.
Arizona Corporation Commission, 1 CA CC 99-0006 (January 5, 2000).
And even assuming Ms. Smith were correct and that at least part or perhaps
all of the additional first year’s rate decrecase called for by the 1999 APS
Settlement could have been eventually forced upon the Company in the
absence of such Settlement, as you can see from my earlier response, the
regulatory lag in implementing this hypothetical additional one-time
decrease would itself have been many times more valuable to the Company
than the minimal benefits APS has received to date from the 1999 APS
Settlement. Under such a scenario, APS would not have taken any write-

off, would still have its competition-related causes of action, all of its

divestiture-related costs would clearly be recoverable under pre-1999 APS

Settlement Commission decisions, and the likelihood of the Company being
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brought in annually for rate decreases in 2000, 2001, 2002 and 2003
exceedingly small given the time and effort such a yearly process would
entail.

DID NOT APS REPORT EQUITY RETURNS ABOVE THE 11.25%
IMPLICIT IN THE 1999 SETTLEMENT IN 2000 AND 2001 AS MS.
SMITH CLAIMS AT PAGE 10 OF HER TESTIMONY?

Yes, but she fails to note that APS reported equity returns below that level
in 1999, 2002 and 2003. And it will again in 2004. Moreover, even the 2000
and 2001 results were skewed upward by the accounting treatment of the
$234 million write-off (both by reducing the equity upon which a
percentage return was calculated and by reducing the annual amortization
of regulatory assets to reflect the earlier write-off) , unregulated marketing
and trading profits not related to APS generation or to the provision of retail
electric service, and the abnormally high market prices for the Company’s
excess energy, especially in the West. When these extra-ordinary or non-
jurisdictional effects are removed, the Company’s ROE for the two years
cited by Ms. Smith falls to 12.3% and 8.1%, respectively and an average of
9.5% for the entire period 1999 through 2003. Based on the Company’s
average common equity during that same period, the difference between the
9.5% earned from regulated retail operations and the 11.25% ROE implicit
in the 1999 APS Settlement translates into a cumulative under-earnings of
$195 million.

MS. SMITH ALSO TESTIFIED THAT THE $234 MILLION WRITE-
OFF HAD NOT IMPACTED THE COMPANY’S “GOING
FORWARD” COST OF SERVICE” (SMITH TESTIMONY AT 2). DO
YOU AGREE?

That 1s neither an accurate nor relevant conclusion. The write-off resulted in

a real and demonstrable loss of shareholders’ equity, thus making the
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Company more leveraged than would otherwise have been the case. The
loss of any i)rospective return of or on that foregone equity is certainly
significant to shareholders if not to Ms. Smith. And even if true, it would be
irrelevant because what APS seeks is partial restitution for the failure to
receive any of the substantial benefits it negotiated in the Settlement. If
someone empties your bank account, the fact that he or she does not also
garnish your future wages does not mean you have not been harmed and are

not entitled to fair compensation for the loss.

MS. SMITH FURTHER INDICATES THAT THE FAILURE TO
HONOR THE PROMISE OF DIVESITURE DID NOT RESULT IN
“SIGNIFICANT” HARM TO APS (SMITH TESTIMONY AT 2). DO
YOU AGREE?

No. The APS general corporate credit rating was already dropped once in
response to the Track A Order. That Order led directly to the Track B Order,
which may have cost APS between 27% and 45% in higher prices for
purchased power due to the delay in acquiring that portion of APS’ needs
for 2003-2006. Moreover, as much as Ms. Smith would like to ignore the
impact on APS’ affiliates, I cannot. Mr. Bhatti’s evaluation of the market
worth of the APS assets shows that PWEC would be more than viable
during even the early years of the new PWEC assets’ operation if
divestiture had taken place. Mr. Davis testifies in his rebuttal that even
under the original assumptions made at the time of the 1999 Settlement, it
was the combination of the anticipated below-market costs of the non-Palo
Verde APS generation plus the ability of the Palo Verde generation to
generate positive cash flows that were to get PWEC through the first few

years of 1ts operation and allow it to achieve an investment-grade credit

rating.
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DID THE TWO FINANCING ORDERS REFERENCED IN MR.
JARESS AND STAFF’S SEEMING WILLINGNESS TO ALLOW
ALL OF THE COMPANY’S DIVESTITURE-RELATED COSTS IN

- RATES COMPENSATE APS FOR THE REVERSAL OF COURSE

ON DIVESTITURE?

Far from it, although we certainly needed both of thé financing approvals
and are thankful that Staff and the Commission agreed. But, these approvals
provided only temporary relief from the predicament caused by the Track A
Order and actually added to the damages incurred by the Company and its

affiliates associated with that policy reversal.

HOW CAN THAT BE?

The first financing order provided Pinnaéle West with a backup credit line
that will expire before rates become effective in this case. The second of the
financing orders resulted in: (1) a lower return to APS and a lower revenue
requirement 1n  this proceeding (substantially lower under the
recommendations of Staff and intervenors) because of the additional debt
APS needed to incur in anticipation of receiving the PWEC assets; (2) the
loss of the affiliate rule waivers granted under the Settlement; (3) the
mmposition of new affiliate restrictions (concerning the acquisition or
disposition of property by non-APS affiliates Pinnacle West and PWEC)
that did not exist even prior to the Settlement (4) the loss of additional
millions to PWEC every year in the form of the interest premium paid to
APS customers; (5) the imposition of a dividend limitation that may be
triggered by adoption of Staff’s recommendation in this case; and (6) the
opportunity to have its integrity questioned in the “preliminary inquiry.”
APS sought the latter financing and agreed’ to these conditions simply
because there was no other way to survive until this rate case gave the

Commission its opportunity to address the aftermath of the Track A Order.
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How these compensate either APS or its affiliates for anything is neither
self-evident nor explained by Staff. And as to the “additional” one-third of
divestiture costs, I note that net of Staff’s disallowance of divestiture-
related costs, a disallowance supported by not even an allegation of
imprudence, APS is back to recovering only 60% of the total divestiture-
related cost it incurred in reliance upon the 1999 APS Settlement-a

percentage even lower than the 67% called for in Decision No. 61973.

DO EITHER MS. SMITH OR MS. JARESS ADDRESS THE OTHER
HARMS SUFFERED BY APS RELATIVE TO THE 1999
SETTLEMENT SINCE THE TRACK A DECISION?

No. They ignore Staff’s own recommendation that APS be denied a power
supply adjustment mechanism. If adopted, APS has the very real potential
for millions of dollars per year of additional losses, as is discussed in the
Rebuttal Testimonies of Mr. Robinson and Mr. Ewen. They also ignore the
affiliate restrictions re-imposed and the new restrictions imposed by the
aforementioned financing orders and the reduced APS revenue requifement
also attributable to such orders.

BOTH MS. SMITH AND AECC WITNESS HIGGINS SUGGEST
THAT THE LEVEL OF POTENTIALLY STRANDED COSTS
FOUND IN THE 1999 SETTLEMENT AND DECISION NO. 61973
MAY HAVE BEEN TOO HIGH (SMITH TESTIMONY AT 14-18 AND
HIGGINS TESTIMONY AT 12). DO YOU AGREE?

Too high compared to what? If the question is whether the $533 million
figure referenced in the Settlement (which was the result of an analysis
conducted by APS in 1998) was higher than a comparable and
contemporaneous analysis looking at a longer period as suggested by Ms.
Smith (Smith Testimony at 15-17), the answer is “yes and no.” The level of

stranded costs then calculated by the Company increased over some longer

periods and decreased slightly over others. If the question is whether an
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analysis today, knowing what we know happened to market prices (up in
2000 and most of 2001, and depressed ever since), would have produced é
different number (higher or lower), the answer is “yes,” but both that fact
and the recalculated number itself would be irrelevant to this proceeding. 1
do, however, agree with Mr. Higgins testimony (Higgins Testimony at 13»)
that assuming the parties to the 1999 APS Settlement would have agreed to
allow APS the opportunity to collect the same $350 million in potentially
stranded costs, even if APS had demonstrated a smaller total “stranded
cost” figure, say $400 million, APS would have experienced a smaller
write-off under the 1999 APS Settlement if its original calculation of
potentially “stranded costs” had been lower. However, that is a questionable
assumption given my recollection of the actual negotiations involved in the
1999 APS Settlement and also irrelevant given that APS did write-off the
$234 million ($183 million in present value, or $533 million less $3SQ
million).

WHY DO YOU SAY THAT AN AFTER-THE-FACT CALCULATION
OF THE LEVEL OF THE COMPANY’S POTENTIALLY
STRANDED COSTS IS IRRELEVANT?

Because whatever they were anticipated to be then or are recalculated to be
now, they were only potentially stranded in either case. In other words, if
customers did not leave for direct access, there would have been no
“stranded costs” 1rrespective of what they potentially could have been or
how they were calculated. As we all know, no more than a handful of APS

customers chose direct access and those that did quickly returned.

In an earlier answer, I indicated that APS has only actually collected $ 1
million in “stranded cost” charges to date. If the Commission had allowed a

smaller “stranded cost” recovery, whether because the Company had asked
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for less or as a result of APS deciding to litigate the matter rather than
settling, that figure would be even lower. APS is collecting no “stranded
costs” today and can not even potentially collect any more after the end of
this year. Thus, even if the Commission had found back in 1999 that the
Company had “zero” potentially “stranded costs,” there would have been
little if any 1mpact on the actual level of “stranded costs” incurred by APS.
And such impact would not have triggered a write-off in any event, but
rather would have caused a de minimis impact on annual earnings during
1999 and 2000, the only two years in which the Company had any direct

access customers.

ARE YOU SAYING THAT BUT FOR THE SETTLEMENT, APS
WOULD NOT HAVE INCURRED ANY WRITE-OFF?

I am saying éxactly that. Thus, the present circumstances are even more
ironic that posited by Mr. Higgins when he speculates that if APS had
sought a smaller level of potentially “stranded costs” it would have had a
smaller write-off. In fact, if APS had simply refused to settle at all on the
“stranded cost” issue and instead fully litigafed the matter before the
Commission, it would not have suffered a write-off irrespective of the

outcome of such litigation.

THE PRELIMINARY INQUIRY

ARE YOU THE COMPANY’S PRIMARY WITNESS ON THE
“PRELIMINARY INQUIRY” ORDERED BY DECISION NO. 65796?

No. Mr. Jack Davis also discusses the major conclusions of Mr. Jaress,
while APS witnesses Ed Fox and Mr. Robinson address the more narrow
issues of environmental permitting and general inter-affiliate accounting

requirements.
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WHAT ADDITIONAL INFORMATION AND PERSPECTIVE CAN
YOU PROVIDE THE COMMISSION ON THIS SUBJECT?

Ms. Jaress concludes, among other things, that various alleged actions by
APS, Pinnacle West and/or PWEC have violated “the spirit, if not the
letter” of the Company"s Commission-approved Code of Conduct and
certain provisions of the 1999 APS Settlement Agreement (Jaress
Testimony at 11). I was intimately involved in both the 1999 Settlement
proceeding and fhe subsequent proceeding that resulted in the Code of
Conduct approved by the Commission in Decision No. 62416 (April 3,
2000). None of the actions discussed by Ms. Jaress in her testimony, even if
they had taken place (and as discussed by Mr. Davis, some did not),
remotely could be construed as violations of either our Code of Conduct or
the Settlement. Indeéd, they would have been specifically authorized by
these documents.

PLEASE DESCRIBE THE ORIGINS OF THE EXISTING APS CODE
OF CONDUCT?

When I and Ms. Jaress use that term, we are talking about the Code of
Conduct approved by this Commission in Decision No. 62416. The
Company also has a Code of Conduct that has been approved by FERC,
although APS and its affiliates have received waivers of large segments of
this latter Code. FERC also has Standards of Conduct, which primarily
relate to the required functional separation of APS’ transmission business

from the generation marketing business of APS and its affiliates.

The Commission-approved APS Code of Conduct was the product of both
A.A.C. R14-2-1616 (“Rule 1616”) and Section 7.7 of the 1999 Settlement.
Decision No. 61973 (October 5, 1999), which approved the Settlement,

required APS to submit a proposed Code of Conduct within thirty days. On
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October 28, 1999, APS filed the required Code of Conduct proposal. After
receiving comments from Staff and interested parties, APS filed a revised
proposal on January 5, 2000. This revised Company proposal was followed
on January 12, 2000 by the filing with the Commission of a series of nine
“Policies and Procedures” desighed to implement specific provisions of the
Company’s proposed Code and to address each of the nine subject areas
covered by the Code, as specified by the Commission in Rule 1616.

DID THE COMMISSION ADOPT THE REVISED APS-PROPOSED
CODE OF CONDUCT?

No. Staff filed an alternative Code of Conduct on January 18, 2000. With
some minor changes, the Company agréed with the Staff-written Code of
Conduct and a Stipulation to that effect was submitted on February 22,
2000. The Commission adopted the Joint [APS and Staff] Proposed Code
on Conduct in Decision No. 62416. The implementing Policies and
Procedures were revised to be consistent with the now Commission-
approved Code of Conduct and were filed with the Commission on June 2,
2000.

DID THE CODE OF CONDUCT COVER EITHER PINNACLE
WEST OR PWEC?

No. As delineated in Rule 1616, the Code governed only the interaction of
APS and what the Code defined as its “Competitive Electric Affiliates.”
That latter term is eXpressly limited in Section I of the Code to Electric
Service Providers (“ESP”). An ESP, in turn, is defined in A.A.C. R14-2-
1601 as “a company supplying; marketing, or brokering at retail any
Competitive Services pursuant to a Certificate of Convenience and
Necessity [emphasis supplied].” Neither Pinnacle West’nor PWEC has ever

provided or offered to provide any services, competitive or otherwise, “at
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retail,” and neither has a Certificate of Convenience and Necessity. Thus,
the Company’s only “Competitive Electric Affiliate” was and is APS
Energy Services Company, Inc. (“APSES”). There were provisions in the
Code addressing circumstances in which Pinnacle West either provided

common services to both APS and APSES or had officers/directors

- common to both APS and APSES, none of which circumstances are

relevant to the “Preliminary Inquiry.”

DOES MS. JARESS ALLEGE ANY EVEN ARGUABLY IMPROPER
DEALINGS BETWEEN APS AND APSES?

No. Transactions or other dealings between APS and APSES are not even
mentioned in her testimony.

HAD THE APS CODE OF CONDUCT DEFINED “COMPETITIVE
ELECTRIC AFFILIATE” IN A MANNER THAT WOULD HAVE
ENCOMPASSED EITHER PINNACLE WEST OR PWEC, ARE
THERE TRANSACTION BETWEEN APS AND THOSE ENTITIES
THAT WOULD HAVE VIOLATED THE CODE?

No. Indeed the only two transactions discussed in Ms. Jaress’ testimony that
would have been addressed by this hypothetically-expanded Code of
Conduct would be: (1) the power sales agreement between Pinnacle West
Marketing & Trading and APS; and (2) the transfer of land at the
Company’s West Phoenix and Saguaro station sites from APS to PWEC.
HOW WOULD SUCH TRANSACTIONS HAVE BEEN HANDLED
UNDER THE CODE OF CONDUCT HAD THEY TAKEN PLACE
BETWEEN APS AND APSES?

The answer is found in Section VIII (B) of the Code, which in turn
references the reader to Code of Conduct Policy and Procedure No. 1-
Affiliate Accounting Policies. Under Section V (B) of such Policy, power

sales from a “Competitive Electric Affiliate” to APS are to be “at a price

not to exceed market price.” Since Mr. Davis testifies in his rebuttal that the
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draft M&T/APS power contract referred to in Ms. Jaress’ testimony calls
for precisely that measure of inter-affiliate pricing, it would have been fully
consistent with the “spirit and letter” of the Company’s Code of Conduct, if

that Code of Conduct had governed such a transaction.

As to the land transfers, it would have been addressed by Section VIII (D)
of Policy and Procedure No. 1. Specifically, that Section states:
“[TIransfers of assets include transfers of tangible real or depreciable
personal property and intangible property used in a trade or business.” Land
is obviously tangible real property. Section VIII (D) goes on to require that

“[Tlransfers of assets and liabilities between APS and its Competitive

Electric Affiliate will be at net book value as of the date of the transfer . . .
[emphasis supplied].” Thus, had PWEC been subject to the Code, the
transfer of APS land at West Phoenix and Saguaro would have satisfied
both the “spirit and letter” of that Code. Moreover, as I discuss below, this
transfer of generation-related assets at book value would have been
authorized by the 1999 Settlement and Arizona law independent of the
provisions in the Commission-approved APS Code of Conduct.

WOULD THE CODE OF CONDUCT, IF APPLICABLE, HAVE
REQUIRED EITHER OR BOTH OF THESE TRANSACTIONS TO
BE “ARMS LENGTH”? ’

No. The term “arms length” is found nowhere in either the Code of
Conduct itself or in Rule 1616. This is not surprising. I suspect that the very
reason why regulators, in some instances, impose specific affiliate
transaction pricing guidelines such as are contained in Policy and Procedure
No. 1, or require prior regulatory approval of affiliate transactions in other
instances (e.g., A.AC. R14-2-804), is because the process of “arms length”

negotiations (as contrasted to an “arms length” result) can be more difficult
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between affiliates in the real world. Thus, the 'emphasis of affiliate
transaction regulation 1s necessarily and properly focused on results and
impact rather than form and process.

WOULD THE 1999 APS SETTLEMENT HAVE PROHIBITED
EITHEIE OR BOTH OF THE TWO TRANSACTIONS DISCUSSED
ABOVE?

No. In fact, both were authorized by the 1999 APS Settlement.

HOW IS THAT?

- Ms. Jaress herself acknowledges that the Settlement allowed APS to

purchase power from an affiliate, whether it is Pinnacle West or PWEC.
(Jaress Testimony at 18.) However, she does not note that the Commission
also specifically found in Section 4.4 of the Settlement that:

APS will purchase any electric energy from its EWG affiliate
at market-based rates. The Commission has determined that
(1) the proposed transaction [power sales to APS] will benefit
consumers and not violate Arizona law; (2) the proposed
transaction will not provide APS’ EWG affiliate an unfair
competitive advantage by virtue of its affiliation with APS;
(3) the proposed transaction is in the public interest.
[Emphasis supplied.]

Thus, the draft Pinnacle West Marketing & Trading agreement with APS,
which was based on markét prices pursuant to Pinnacle West’s market-
based FERC tariff, was exactly what was envisioned by the Settlement.
And the Settlement did more than simply permit such transactions, it found
them to “benefit consumers,” to be “in the public' interest,” and not to

provide the Company’s affiliate with an “unfair competitive advantage.”

As to the land transfer, Section 4.1 of the Settlement specifically authorized
APS generation assets to be transferred to PWEC “at book value,” and

Exhibit C to the Settlement clearly identified West Phoenix and “associated
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land” as being among the competitive generation assets to be transferred to
PWEC. Moreover, to the extent that the land was surplus, it could have
been transferred at the Company’s discretion under A.R.S. Section 40-285
(C) independent of either the Settlement or the APS Code of Conduct. -
ALTHOUGH NOT EXACTLY A “TRANSACTION,” MS. JARESS
APPEARS TO BE CRITICAL OF THE JOINT RESOURCE
PLANNING FUNCTION EXERCISED FIRST BY APS AND THEN
BY PWEC (JARESS TESTIONY AT 19, LINE 16 - 20, LINE AND
ALSO AT 29, LINES 15-17). WOULD SUCH JOINT PLANNING
HAVE GIVEN PWEC “AN UNFAIR COMPETITIVE ADVANTAGE”
OR WAS SUCH PLANNING PROHIBITED BY ANY COMMISSION
ORDER OR REGULATION?

No, although to some competitors, any advantage another competitor has,
or is believed to have, may seem “uhfair,” just as “constructive” criticism
often seems less “constructive” when you are the recipient. One must
remember, however, that up until the entry of the Track A Order, APS
generation and PWEC generation were to be part of a single entity —
PWEC. Not only was joint resource planning not prohibited by any
Commission order or regulation, such planning would strike me as being so
obviously logical and prudent under the then-existing circumstances that I
do not understand Ms. Jaress’ concern. To the extent PWEC gained any
“advantage” from the Company’s decades of experience in resource
planning, construction and acquisition, there was certainly nothing “unfair,”

let alone unlawful about it, and such “advantage” was the direct result of

the Commission’s own divestiture policy rather than any improper anti-

~ competitive activity by APS and PWEC.

COULD APS HAVE CONSTRUCTED OR ACQUIRED AN
Il(\)I(’)I’I:I,REST IN NEW GENERATION AFTER 1999 AND PRIOR TO
2003?
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No, although I do not know what this issue has to do with the “Preliminary
Inquiry” unless APS’ strict adherence to the “spirit” and “letter” of its Code
of Conduct and Rule 1615 (A) is itself somehow believed improper by
Staff. However, the answer to this question is significant for another reason,
which I explain later in this portion of my Rebuttal Testimony.

MR. JARESS APPEARS TO DISPUTE THIS CONCLUSION
(JARESS TESTIMONY AT 26, LINE 20 THROUGH 27, LINE 7).
WOULD YOU RESPOND?

Of course, and I must add that not only is this the first time a Staff witness

has disputed the Company’s interpretation of A.A.C. R14-2-1615 (A)

[“Rule 1615 (A)”’] and the APS Code of Conduct’s definition of “Interim
Competitive Services,” but Ms. Jaress seems to be at odds with Mr. Salgo,
who asks the Commission for “clarity” of the issue of utility-owned

generation (Salgo Testimony at 12 and 25). I find Mr. Jaress’ position

| especially ironic in that both Rule 1615 (A) and the specific provision of

the APS Code of Conduct in question (Section X) were proposed by Staff in
the first instance. In any event, Ms. Jaress’ testimony does not provide any

analysis of the provisions in question to justify her opinion, which is also

~ inconsistent with at least two prior Commission decisions and a previous

Staff Report on the APS Code of Conduct.

PLEASE CONTINUE.

I will begin with Decision No. 63354 (February 8, 2001). This Decision
granted APS “a waiver of R14-2-1615 (A) [Rule 1615 (A)] as needed to
allow the applicant [APS] to own ‘solar resources’” and ‘environmentally-
friendly’ renewable electricity technologies . . .” (Decision No. 63354 at 4.)
Why would APS need a waiver of Rule 1615 (A) to own, build and buy

renewable generation resources if it were not otherwise prohibited from
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such actions? And interestingly, APS did not even request the granted
waiver, since the application referenced in the quote only sought approval
of the Environmental Portfolio Standard Surcharge. The waiver was granted

by the Commission on its own at the recommendation of Staff.

In Decision No. 65154 (the Track A Order), the Commission indicated that

its decision “modified,” among other prior orders, Decision No. 62416

“which approved APS’ Code of Conduct but also prohibited APS from

22

providing competitive generation [emphasis supplied].” Decision No.

65154 at 26-27. Why would Decision No. 65154 need to modify the APS
Code of Conduct.in this regard if APS were not otherwise prohibited from
constructing or acquiring new generation? And lest there be any confusion
that the term “competitive generation” might be referring to something less
than all of thé Company’s generation, I would cite the Commission’s
Concise Explanatory Statement (“CES”), as appended to Decision No.
61969 (September 29, 1999). Decision No. 61969 ap